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STATEMENT OF QUESTIONS PRESENTED 
The questions presented are: 


1. Whether VALIC, a District of Columbia Life Insur- 
ance company, 


(i) whose policies and business are subject to eee 
tion by the insurance authorities of the Dstrict and 
of each of the States within which it operates, and 


(ii) which is subject to taxation upon its business in each 

of the respective jurisdictions in which it operates, 

is excluded from regulatory jurisdiction of the Securities 

and Exchange Commission by virtue of the MeCarran- 
Ferguson Insurance Regulation Act. 


2. Whether VALIC’s variable annuities are subject to 
the Securities Act of 1933 when: 


(i) VALIC is a life insurance company subject to tie 
supervision of the insurance authorities of the Dis- 
trict and of each of the States within which it cs 
ates, and 


(ii) VALIC’s life insurance and variable annuity pulidias 
have been approved as to form and substance by the 
respective District and State insurance authorities i in 
conformance with law, and 


(iii) VALIC’s annuity policies provide for periodic pay- 
ments for an uncertain period, which (subject in some 
instances to a minimum period certain) terminates’ at 
death, and 


(iv) VALIC’s annuity policies provide for liquidation of 
the insurer’s obligation (subject in some instances to 
a minimum period certain) precisely over this un- 
certain span of life. 





3. Whether VALIC is subject to the Investment Com- 
pany Act of 1940 when: 


(i) VALIC is organized and duly constituted as an in- 
surance company, and 


(ii) VALIC’s primary and predominant business activ- 
ity, in fact, its only business activity is the writing of 
insurance ‘‘appertaining to persons,’’ and 


(iii) VALIC is subject to the supervision of the insurance 
authorities of the District and of each of the States 
within which it operates. 
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and Equity Awnurty Lire Insurance Company, ial 


BRIEF FOR APPELLEE VARIABLE ANNUITY 
LIFE INSURANCE COMPANY OF SeEEIGE 


INTRODUCTORY 


The variable annuity’ is an annuity providing a life 
income, not in a fixed number of dollars, but in variable 
dollar amounts determined by precise means fixed by the 
contract, and keyed to the investment results on the insur- 


1NOTE ON TERMINOLOGY. VALIC will not in this Brief engage in 
useless semantic debate about the term ‘‘variable annuity.’’ The name, 
in use years before VALIC was organized, has been accepted in the courts, in 
insurance texts (e.g. quotation NASD B. 7), and in legislation. Wisconsin, laws 
1957 Chs. 322, 381, and 423 (which put into effect a report of the Governor’s 
Retirement Study Commission) provide for variable and fixed annuities—using 
those names—in retirement programs for teachers, cities of the first class, 
and the Wisconsin retirement fund. 

Abbreviations used in this Brief: Parties: SEC—Securities and Exchange 
Commission; NASD—National Association of Securities Dealers; VALIC— 
Variable Annuity Life Insurance Co. of America; EALIC—Equity Annuity 
Life Insurance Co. of America. Record: P. Ex, and D. Ex.—trial ¢ourt 
exhibits of plaintiffs, or of eithgr defendant. F.F.—trial court ee of 
Fact; R.—Printed Joint Appendix; B.—Brief of party indicated. 

In "all quotations, emphasis ts added unless otherwise indicated. 
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ance company’s investable assets. Variable annuities dif- 
fer from fixed-dollar annuities only in that the former 
provide a contractually precise method of relating the 
insurance company’s experience with its investable assets 
to the annuity benefits payable to the contract holder (R. 
471). 


Variable annuities are ‘‘a means of providing a retire- 
ment program under which benefit payments tend to vary 
with cost of living changes’’ (F. F. 29, R. 100). As stated 
by the president of one of the leading life insurance’ com- 
panies: 


‘‘The problem results from the impact of cost of 
living changes on the income of retired persons. A 
person receiving a $2,500 pension in 1940 would by 
1951 have had to receive $4,500 to have the same pur- 
chasing power... 


‘‘Annuity incomes that seemed adequate when pur- 
chased years ago today often fail to meet the buyer’s 
needs, primarily because of the impact of inflation on 
the purchasing power of the dollar... . 


‘An individual’s annuity plan may very well be 
in force for 40 or 50 years or longer. . . . Long-term 
trends are the ones that count in thinking about retire- 
ment plans. ... [I]n thinking of a long-term variable 
annuity plan the day-to-day or month-to-month per- 
formance of the stock market isn’t the test... . 


‘‘Such people in the securities business as oppose 
this proposal don’t even claim they can use the vari- 
able annuity approach to the problem. Unless they 
become life insurance companies, they can’t use the 
annuity principle of guaranteeing to spread a prin- 
cipal amount and its earnings over a full lifetime.’’? 


VALIC, a District of Columbia life insurance company, 
sells its variable annuity contracts under the omnipresent 


2Carrol M. Shanks (President, The Prudential Insurance Company of 
America), ‘‘Do Variable Annuities Meet the Need,’’ Dun’s Review and 
Modern Industry, Sept. 1956. The Prudential Insurance Company has made 
extensive studies, over a period of years, of the variable annuity (R. 410). 
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regulation of the Insurance Superintendent of the District. 
VALIC is not contesting regulation: it is resisting the 
attempted regulation by SEC under acts wholly inapplica- 
ble to zt and contrary to the clearly expressed intent of 
Congress im the McCarran-Ferguson Insurance sia tac 
Act (hereafter ‘‘McCarran Act’’). 


THE PUBLIC INTEREST 
The trial below indisputably established: 


(a) Variable annuities essentially can be sold to the pub- 
lic only through institutions organized and regulated as 
insurance companies (R. 441). | 


(b) The variable annuity, so offered and regulated, mpets 
the need for a contract which will ‘‘mitigate the technical 
obsolescence of the dollar’? (SEC/NASD witness, R. 366). 


(c) The comprehensive supervision of the State/District 
insurance authorities, under State/District insurance laws 
and regulations, assures full protection of the public inter- 
est without the intervention of SEC/NASD (R. 434). 


Had the trial court granted the injunction sought, it 
would: (i) judicially supersede the determinations of the 
insurance superintendents of the District, West Virginia, 
Kentucky, and Arkansas that VALIC’s operations are law- 
ful in their respective jurisdictions; (ii) ‘‘effectively pre- 
vent the appellees from engaging in any of the activities”’ 
permitted by such state insurance authorities (conceded, 
SEC B.3, fn. 3); and (iii) create a vacuum no other organ- 
ization could fill, thus depriving individuals of access to 
an approved insurance contract protecting their retire- 
ment incomes. 

Conversely, the denial of the injunction (i) effectuated 
Congressional intent that the States and the District shall 
have supremacy in insurance regulation; and (ii) contin- 
ued the availability of VALIC contracts under the com- 
prehensive regulation of those insurance authorities. _ 
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VALIC’S POSITION 
VALIC respectfully submits that: 


(a) the trial court correctly applied the McCarran Act 
to exclude SEC from regulatory jurisdiction of VALIC; 
and further 


(b) the judgment below is correct because: (i) VALIC 
is not offering ‘‘securities’’ within the Securities Act of 
1933; (ii) insurance policies and annuity contracts are 
specifically exempted under § 3(a)(8) of such Act; and 
(iii) VALIC is not an ‘‘investment company”’ within the 
Investment Company Act of 1940; it is an insurance com- 


pany. 
COUNTER-STATEMENT OF THE CASE 


The facts sharpen by a specific example: 

Early in 1957, Grenville Clark, a 74 year old New 
York attorney, applied to EALIC for a variable annuity 
(D. Ex. 102, R. 880; R. 305, 385). For a $30,000 premium, 
EALIC issued its contract specifying (a) annual pay- 
ments for life, ceasing on death, the first due February 
1, 1958, the dollar amount of each measured by the value 
on payment date of 3827.50 annuity units; (b) the value 
attributed to the annuity unit on November 1, 1956, $1.00; 
and (c) the mathematical formula for adjusting this value 
thereafter (R. 878). The dollar ‘‘amount of the annuity 
payments,’’ determined in accordance with the provisions 
of the contract, ‘‘will vary with the investment experience 
of the company,’’ but cannot be affected by company 
expenses (other than certain taxes) or by variations in 
the company’s mortality experience from that of the Pro- 
gressive Annuity Mortality Table (D. Ex. 102, R. 878, 
880). 

Clark’s contract has these characteristics, among many 
others, which distinguish it from a ‘‘security’’: 


3 EALIC’s policies are substantially identical to VALIC’s. F.F. 23, R. 99. 
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1. His rights terminate on death, his estate receiving 
no payment; and his rights to a determinable annual 
amount, established by his sez and age, contimue so long 
as he lives, regardless of how long this may be. SEC/ 
NASD’s security experts knew no security having such 
characteristics (R. 306, 394). | 


2. Clark’s risk of outliving his capital is shifted to the 
company, which guarantees the mortality assumptions and, 
subject to such guarantee, distributes the risk among the 
group of annuitants; 1.e., reserves released by early deaths 
become available for payments to those having extended 
longevity (R. 458-459). SEC/NASD concede this to be an 
insurance function (SEC B. 15, 31-32; NASD B. \35-36). 


I ; 
VALIC IS A LIFE INSURANCE COMPANY, WITH CORPORATE 
AUTHORITY TO ENGAGE IN, AND LIMITED TO, THE BUSI- 
NESS OF INSURANCE "APPERTAINING TO PERSONS” 


VALIC is a stock (as distinguished from a mutual) 
life insurance company, capital and unassigned surplus 
over $600,000, chartered December 30, 1955 under the Life 
Insurance Act (District of Columbia Code, 1951 ed. Title 
35, chapters 3-8, hereafter cited ‘‘L.I.A.’’).* | 

VALIC is authorized by its charter: 


‘¢ | . to engage in the Life Insurance business, 
writing life insurance, [disability insurance] and vari- 
able annuities in combination policies, and for the as- 
sumption and ceding of reinsurance, written appertain- 
ing to persons as such business is now or may here- 
after be regulated by the... ‘Life Insurance Act,’ ...” 

‘“‘As an exemplification . .. the following shall be 
the business of the Company: 


(a) To grant, purchase or dispose of life: [and 
disability] imsurance policies, and variable annuity 
policies stated in terms of units, the value of which 
is based in whole or in part on equity type of invest- 

4The authorities for this summary of VALIC’s organization are FF. 3-15, 


19-21, and 27; R, 94-99, R. 506; and D. Exs. 2, 6, 8, 13, 15, 20, R. 814; 
817, 823, 832. They will not be individually cited. : 
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ments permitted by Section 535 of Title 35 of said 
‘Life Insurance Act’...’’ (Bracketed material added 
by amendment.) 


The District Corporation Counsel on three occasions has 
certified (as required by L.I.A. § 35-503) that VALIC’s 
purposes and corporate structure conform to District law. 
After such certifications, VALIC’s Articles of Incorpora- 
tion and amendments were approved by the Insurance 
Superintendent under L.I.A. § 35-705. 

VALIC, complying with L.A. § 35-415, deposited with 
the Insurance Superintendent, for the benefit of its policy- 
holders, securities of the value of over $200,000. The 
Insurance Superintendent (pursuant to LIA. § 35-503) 
certified VALIC’s compliance with the law and authorized 
it to transact its insurance business. 

Each policy issued by VALIC has been approved by 
the Insurance Superintendent (L.LA. § 35-705) (R. 506). 

The insurance commissioners of West Virginia, Ken- 
tucky, and Arkansas have authorized VALIC to transact 
its insurance business in those states, and have approved 
VALIC’s policy forms. In each state, statutes provide 
for detailed supervision by the insurance authorities. In 
West Virginia and Arkansas special insurance department 
regulations specify the considerations determining the com- 
pany’s qualifications; require approval of each contract 
before sale; specify provisions to be included in the con- 
tract; limit salesmen to licensed insurance agents of es- 
tablished competence; and regulate sales methods, adver- 
tising, and the amounts the company may allocate for 
corporate surplus and stockholder dividends. 

In the District and in each state where it operates, 
VALIC is subject to taxes levied on insurance companies 
ranging from 1% to 214% on its premiums on business 
therein. 

Income received by VALIC annuitants is taxed under 
federal statutes as received from annuities (#ed. Inc. 
Tax Regulations, § 1.72(b) (3). 
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qm 
VALIC’S SOLE BUSINESS IS THE SALE OF LIFE INSURANCE 
AND LIFE ANNUITY CONTRACTS 


A. VALIC’S Policies Effectuate the Traditional Function of the 
Life Insurance Business 


1. The function of insurance: “insurable risk” 

Insurance, from the institutional viewpoint, combines 
a large number of exposure units so that losses (which 
as to any one individual are fortuitous and unpredictable) 
ean be predicted collectively and can be shifted to and 
guaranteed by the insurer, which implements its guaran- 
tee by distributing the risk over the insured group (R. 
456). From the individual viewpoint, insurance is a con- 
tract which substitutes a stated premium cost for the risk 
of an uncertain loss under an arrangement whereby those 
who suffer loss are compensated by funds derived prin- 
cipally from the premiums of those who escape the loss (R. 
456). 

An “insurable risk,’’ therefore, must involve a ee ee 
hazard to which each individual is separately vulnerable, 
so that if the peril strikes, the impact falls upon the indi- 
vidual and can be absorbed by the insurer. This is the 
only type of risk which can be shifted and distributed 
over the group and hence is the only type of risk that i is 
‘“insurable’’ (R. 460). : 
2. The function of insurance “appertaining to persons” 


Life insurance companies afford protection against the 
financial consequences of (a) death, and conversely, (b) 
longevity (P. Ex. 22, R. 778). To do this, the companies 
pool ‘‘mortality risks,’’ risks related to the continuance 
and termination of life. Though they can not foresee 
how long any individual may live, statistical data accumu- 
lated in mortality tables afford actuaries a basis for fore- 
casting the estimated average lifetimes of groups: (R. 
254-257, 456-457). Investment companies, of course, ‘‘don’t 
use mortality tables at all’? (SEC/NASD expert, R. 322). 
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Under life insurance policies, the company, for a single 
or periodic premium, agrees to make payment at the 
uncertain date of death. Under life annuities, for a single 
or periodic premium, it agrees to make periodic payments 
commencing at a specified date and continuing during 
the uncertain span of the annuitant’s life (R. 457).° 

With life insurance, the risk insured through the com- 
pany arises from early death. Capital is built up for 
payment at death. Premiums are calculated to bring in 
an aggregate sum from all persons insured sufficient (after 
expenses) to provide for such losses, making allowance for 
investment earnings and for ‘‘mortality gains’’ from 
premiums paid by those who outlive their normal life 
expectancies. 

With annuities, the risk insured through the company 
arises from longevity. Capital is built up for liquidation 
during life. Premiums are calculated to bring in an ag- 
gregate sum sufficient (after expenses) to provide for 
losses on longevity, making allowance for investment earn- 
ings and for ‘‘mortality gains’’ from termination of an- 
nuity payments to those who die early (R. 458). 

Thus the distinguishing characteristic of contracts issued 
by life insurance companies is the shifting and distributing 
of mortality risks (R. 478). That ‘‘is purely an insurance 
operation’’ (R. 485). 


3. The organization of the insurance companies 


The insurance function is performed by mutual and 
stock insurance companies (R. 222). Such differences in 
corporate form, however, do not involve differences in 
the fundamentals of the operation. 

In a mutual company the policyholders, as this Court 
has said, ‘‘are both the insurers and the insured, ... 


5 This brief, for simplification of presentation, discusses the issues in terms 
of the straight life annuity, without refund at death. VALIC also offers the 
annuitant the modifications customary in imsurance annuities, providing pay- 
ments (a) over the longer of two lives; or (b) over a 10-year period certain 
and thereafter for life. These modifications involve identical actuarial prin- 
ciples and need not be separately discussed. 
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by a fund made up of cash premiums.’’* Such companies 
ealeulate the premiums at a level amply high to assure 
contract performance, and make refunds to the insured 
(from gains by investment results, including capital gains, 
greater than assumed, and mortality and expense less! than 
assumed) through ‘‘dividends’’ or excess interest pay- 
ments (R. 470; SEC/NASD expert, R. 225). Policyholders 
thus benefit from favorable investment results. 

Stock companies charge (on non-participating policies) 
lower gross premiums, but pay no ‘‘dividends’? (SEC/ 
NASD expert, R. 222). In adverse circumstances the 
stockholders’ capital and surplus can provide an under- 
writing cushion for the company’s guarantees (R. 472). 
Stock companies, which in 1955 had outstanding $137,640 
million in life insurance, had aggregate capital of '$533 
million—less than .004 of such insurance (1956 Life In- 
surance Fact Book, Ct. Ex. 1, pp. 13, 58).7 Obviously, 
the stockholders who invest in the company’s capital stock 
certainly do not expect the exhaustion of their capital in 
the performance of the company’s contracts. The stock 
company therefore assures performance of its mortality 
guarantees by actuarial calculations designed to bring in 
a sufficient sum from the insured group, with the inyest- 
ment earnings thereon, to meet the claims, pay a iat 
and develop a fair return for stockholders. ! 


4. The “investment risk” in the life insurance business 


Any investment involves risk, though obviously this risk 
is mitigated for life insurance companies by statutory 
restrictions governing the investments which they may 
make, and by the continuous regulation of District/State 
insurance authorities. The question is: who bears what- 

6 Hutchins Mutual Ins. Co. v. Hazen, 70 App. D.C. 174, 105 F. 24 53, 57 
(1939). The opinion’s reference to assessment companies is omitted because 


assessment life insurance companies may not be formed, admitted, or licensed 
in the District (L.LA. § 35-431). 


7 The reference exhibit does not state separately the surplus of stock life 
insurance companies. 


10 


ever practical risk is involved in the investments made by 
life insurance companies? 

SEC/NASD’s expert witness conceded that in any mu- 
tual life insurance company, the risk of adverse invest- 
ment experience falls on the policyholders (R. 298). There 
is no one else to bear it (R. 298, 470-471, 473). The same 
is true in stock companies, subject only to the under- 
writing cushion of stockholder capital and surplus. 

Yet throughout the SEC/NASD briefs the constantly 
reiterated refrain is: in a variable annuity the policy- 
holder ‘‘takes the risk’’ of investment experience. This 
is repeatedly stated as though it were something different 
from the normal insurance company operation. 

The life insurance company deals and can deal only 
with wnsurable risks. It pools insurable risks, individual 
to each policyholder, shifts them to the insurer, and dis- 
tributes them over the policyholders as a whole so that 
those who escape the risk can absorb their portion of the 
loss of the individual. The insurable risk is one which, 
on impact, creates a loss unique to the individual policy- 
holder, leaving other policyholders unscathed. Such a 
risk can be shifted to the life insurance company and by 
it distributed over the whole group. 

The investment risk on life insurance company invest- 
ments is not such an insurable risk (R. 460; conceded 
SEC B. 32, NASD B. 13). This is clearly true, because 
if a company invests $1,000 in a railroad bond, and the 
railroad goes into reorganization and the bond depreci- 
ates to $200, the $800 loss has precisely the same impact 
on every policyholder. Consequently, the risks of gain 
or loss on the company’s assets do not involve risks which 
ean fall on policyholder A alone, leaving the remaining 
policyholders unscathed. Therefore, these are not risks 
which can be shifted to the life insurance company and 
be, by it, distributed over the group. 

Hence, protection against adverse investment results is 
not a function of the insurance operation. That protec- 
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tion is supplied by the fact that in each state statutes 
specify the investments in which a life insurance company 
may place its assets and an administrative agency, the 
State Insurance Department, supervises compliance with 
these statutes. ! 
VALIC, like all District life insurance companies, may 
put its assets only in investments authorized by Congress 
(L.LA. § 35-535; F.F. 39, R. 106). VALIC, like any in- 
surance company, receives premium payments which it 
invests so that they may be ‘‘put to work’’ instead of 
remaining idle in the bank. This normal insurance opera- 
tion SEC describes as a ‘‘promise to pool . . . with other 
moneys received from other purchases, and to invest .. .”’ 
(SEC B. 4). Subject to the supervision of the Insurance 
Superintendent, VALIC exercises the right conferred by 
Congress on life insurance companies to place a major 
portion of its investable assets in equity type media.’ | 
The SEC/NASD argument that the policyholder ‘‘bears 
the risk’’ of investment results of the insurance company 
becomes, in essence, an assault on the wisdom and policy 
of Congress in authorizing District chartered life insur- 
ance companies to invest in common stocks meeting Con- 
gressional standards. : 
Moreover, the SEC/NASD argument comes to this: that 
the type of investment which VALIC makes, of the several 
types authorized by Congress for life insurance companies, 
will determine whether VALIC and its life insurance and 
annuity contracts are subject to regulation by the insur- 
ance authorities or by SEC. SEC/NASD apparently con- 


8 The only authority SEC cites for this assertion ig F.F. 45, R. 107, 
which we quote in full: ‘‘The ‘basic annuity premium’ becomes part of 'the 
fund of capital called the ‘investable’ assets from which VALIC purchase 
investments. ’’ 


9As of May 31, 1957 VALIC had a substantial portion of its assets in 
government bonds and convertible bonds and debentures (D. Fx. 38, R. 849). 
VALIC had increased its capital and surplus by some $350,000 only a few 
months before, which accounted for this distribution in its investments (R. 
515). 

The distribution of investments of all United States life insurance com- 
panies is shown in 1956 Life Insurance Factbook (Ct. Ex. 1, pp. 60-85). | In 
the nine years 1947 through 1955, holdings of common stocks increased from 
$357,000,000 to $1,921,000,000 (id. 72). 
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tend that if VALIC invests predominantly in bonds, it is 
subject only to the insurance authorities, but if predom- 
inantly in stocks, it is subject also to SEC. 


5. The life insurance annuity: liquidation over life 


The function of the life annuity is to liquidate an aggre- 
gate of assets precisely over the uncertain life spans of 
the members of the annuitant group. VALIC’s guaran- 
tee of mortality assures this result with payments inde- 
pendent of the length of the life of any individual, or the 
lives of the group as a whole. This is solely an insurance 
function. No security has any such feature. 

The variable and the fixed-dollar annuity are identical 
from the standpoint of insurance principles (R. 470). The 
issuing life insurance companies employ precisely the same 
specialized actuarial knowledge and techniques under state 
insurance regulations and supervision (R. 487). 

The premium payments made by the many annuitants 
become a part of the insurance company’s assets, offset 
by a reserve reflecting the aggregate liability to the group. 
The reserve is a group liability which takes into con- 
sideration the probability that unidentifiable members of 
the group will die each year. Some die soon, and the 
annuity obligation ends; some live long beyond normal ex- 
pectancies, and receive payments until death. Reserves 
released by early deaths are used to assure payments to 
the long-lived (R. 458-459). 

The refusal of SEC/NASD to discuss, and their studied 
effort to ignore this insurance of the life expectancy of 
each annuitant by every VALIC life annuity policy is a 
crucial omission which runs throughout their Briefs. 


B. VALIC’s Policies Embody the Logical Development of the 
Life Insurance Business 

Congress did not freeze the scope of insurance when it 

enacted the Securities Act of 1933. District and state 

insurance laws required, and still require, that new policy 








13 | 


forms be approved by insurance authorities before they 
may be offered. Aside from statutory clauses required 
in certain policies, there are no standard forms, and in- 
surers design and seek approval of contracts offering 
new forms of insurance service as new needs are cece’ 
(SEC/NASD expert, R. 227). 


“It has been estimated that more than half of all life 
insurance in force today represents uses of insurance pro- 
tection which have either been introduced or received their 
major development in the past 25 years. Included are 
the family income plans, . . . retirement income insur- 
ance...” ete. (Ct. Ex. 1, 1956 Lire Insurance Fact Boor, 


p. 12). | 

The changing, dynamic nature of the life insurance busi- 
ness was well known when Congress made clear in 1933, 
1940, and 1945 that regulation of that business should rest 
with the states. 

For centuries the life annuity has been sold by life j in- 
surance companies. There is no conceptual reason why 
a life annuity could not be expressed in terms of foreign 
currency, index numbers, a cost of living index, wheat, 
gold, cattle, or any other calculation unit agreed upon by 
the parties (R. 459).2° American companies sell annuities 
payable in foreign currencies. Neither the annuitant: nor 
the company can know today what the dollar value of the 
payments will be years hence, but reserves are determined 
and reports are made in dollars to the local insurance 
authorities (SEC/NASD expert R. 277). SEC/NASD has 
never claimed these insurance contracts are ‘‘securities.’’ 

Experience demonstrates the illusory nature of retire- 
ment protection based solely on fixed-dollar annuities. In 
terms of a retirement policy covering 30 years of premi- 
ums, the real value, i.e., the purchasing power of annuity 
policies expressed in fixed amounts of legal tender | has 

10 Gold, Inflation and Life Insurance, TRANSACTIONS SOCIETY oF ACTUARIES 
(1956) Vol. 8, p. 315; Westergaard, Currency Depreciation as affecting Life 


Insurance Contracts, PROCEEDINGS, 8th INTERNATIONAL CONGRESS OF eh haem 
(1927) Vol. V, p. 446 ff. 
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suffered ruinous erosion (R. 412-4, 482; D. Ex. 30, R. 841). 
Stated graphically: 


Inception 

Goal in Maturity 
Inception Purchasing Maturity Purchasing 
ee 
1880 $100.00 1910 $80.40 
1890 100.00 1920 ‘ 38.40 
1900 100.00 1930 47.40 
1910 100.00 1940 67.70 
1920 100.00 1950 83.50 
1930 100.00 1960 (2) 
1940 100.00 1970 (2) 


(Source: Bureau of Labor Statistics Cost of Living Index of all items for 
moderate income families in large cities (D. Ex. 30, R. 841). 


In 1927, six years before the Act of 1933, the problem 
received concrete statement (R. 481): 


‘“‘The object of all assurance is to eliminate risk... 
But they (the life insurance companies) have left to 
the policyholder a serious risk, viz., that of a rise of 
the price level, a diminution of the purchasing power 
of the sum insured .. .’’? 


In 1950 Teachers Insurance Annuity Association 
(‘‘TIAA’’), a legal reserve life insurance company sell- 
ing only to college staff members, made exhaustive eco- 
nomic, actuarial and legal studies of the retirement prob- 
lem. These studies established the soundness of variable 
annuities (R. 483). The ‘‘economic premise’’ of variable 
annuities ‘‘is derived from historical studies relating to 
substantial long-term correlation in the movement of (i) 
average market prices of a selection of common stocks, 
and (ii) cost of living indices’? (F.F. 29, R. 100). 

College Retirement Equities Fund (‘‘CREF’’), a com- 
panion company under joint management with TIAA, was 
incorporated in 1952 by Laws—New York 1952, ec. 124 
subjecting it to specified regulatory provisions of the New 


1 Westergaard, supra. 
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York Insurance Law. Under the supervision of the New 
York state insurance authorities, CREF has offered (to 
educational personnel) variable annuities supported by re- 
serves invested in equities, with benefits reported in terms 
of accumulation units and annuity units. At the end of 
1956, CREF variable annuities covered 31,156 individuals; 
its net assets were $39,817,951; and its annuity unit, which 
in July, 1952, was attributed a dollar valuation of $10, 

had a valaition of $18.51 (D. Ex. 36, R. 847). | 
No SEC/NASD witness questioned the soundness of 
VALIC’s policies. On the other hand, Dr. McKinley’s 
testimony (R. 418 ff, D. Exs. 31-34, R. 842-845) graphically 
demonstrates the historical basis on which the variable 
annuity is developed as an insurance function. Those 
studies leave no basis for doubt as to the soundness of 

the policies. | 

I | 

VALIC’S POLICIES DESCRIBED 


VALIC’s seven approved annuity policies fall into two 
general categories, individual and group (P. Exs. 1, v- 12, 
R. 567, 677-724). ! 

A. General 
1. Annuity benefits 


All VALIC’s policies provide annuity benefits which 
form the core of VALIC’s retirement plan. Each VALIC 
policy obligates the company, on payment of premiums, 
to pay an annuity in amounts determined pursuant to 
the contract, commencing at a fixed time and sa 
for the life of the annuitant. 

The court below found that under VALIC annuities: 


. payments to the annuitant are calculated pur- 
a to actuarial principles of life contingencies predi- 
cated upon an assumed annual investment increment 
rate in such manner that the annuity payments will 
remain uniform in dollar amount if actual investment 
experience conforms to the assumed investment incre- 
ment rate. The contracts provide that the amount of 
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the payments to the annuitant will vary only to the 
extent that the actual investment experience varies 
from the assumed investment increment rate.’’ (F.F. 
30, BR. 100 


To liquidate an aggregate reserve equitably over the 
life spans of the insured group, VALIC, like any other 
life insurance company, must use a realistic assumed net 
investment rate and a conservative mortality table (R. 
496). The actuarial problem of the insurance company 
is to liquidate the aggregate reserve, as well as earnings 
on assets underlying such reserve, on a basis fair to the 
short-lived and the long-lived. We illustrate: 

Assumed Investment Rate. Actuarial calculations deal 
with groups of diverse age, but to eliminate complication, 
we assume 1000 males, 65 years old, simultaneously be- 
ginning to receive their annuity payments. Gradually 
they will die. At the death of the last, the aggregate 
reserve and earnings on the assets underlying such re- 
serves are to be fully liquidated. 

If the actuary setting the amount of the initial annuity 
payment were to ignore potential earnings on the assets 
underlying the reserves, annuity payments at the start 
would be low. They would then have to be increased in 
order to liquidate the entire amount (aggregate reserve 
plus earnings) by the death of the last survivor. This 
would underpay those who died early, and overpay those 
who lived long. The SEC/NASD expert explained this. 
He said: 


‘<The total—the value of the total output’’ [1.e., the 
aggregate reserve] ‘‘is the same, regardless of the in- 
terest factor, interest rate employed.’’ (R. 195) 


He further said that if the actuary setting the amount of 
the initial annuity payment assumed ‘‘a zero rate of inter- 
est’’ for earnings on assets, the initial payment provided 
in the contract would be ‘‘much smaller’’ than that guaran- 
teed by VALIC. He then said that if thereafter payments 
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were adjusted by the actual earning rate, and that actual 
rate were: 


‘*four or five or six percent per annum net investment 
income, A [the payments] would increase anit rap- 
idly.”” (R. 195) 


Despite such sharp increase under those sonditions. the 
aggregate reserve at the start of the annuity period, i.e., 
‘‘the present value of those payments would still be the 
cash value at maturity.’”? (R. 195) This is true because 
the aggregate cash value at the start of the annuity period 
is the amount which, with later earnings attributable 
thereto, is to be liquidated over the lives of the group. 

The SEC/NASD expert repeated this conclusion: 


‘‘The total amounts would vary, but their present 
value at maturity would—their discounted present 
value at maturity would be the same.’’ (R. 9) 


Translated from actuarial language, this simply means 
that an aggregate reserve has a value on the day: the 
annuity payments start; that this value is the same whether 
or not the individual annuity payments vary; and hence 
that actuarial principles apply fully to the variable annuity. 
Maclean, outstanding actuary here and in Great Britain 
and eminent insurance text writer—(qualifications: R. 474 
477)—agreed (R. 487). 

Specifically, calculations using VALIC’s contractual for- 
mula (P. Ex. 1, R. 567), except for change in assumed net 
investment rates, would produce the following initial 
monthly payments per $1,000 applied to provide Stnenent 
life annuity benefits for a 65 year old male: 


Assumed net investment Initial monthly payment 
rate on company assets to annui t 
0% $4.96 | 
2% 5.99 
314% VALIC assumption 6.81 
4% 7.09 
6% 8.25 
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Since the net investment earnings of United States life 
insurance companies (after income taxes) for 1915-1955 
averaged 4.05%, and in 1955 were 3.25% (1956 Life Insur- 
ance Fact Book, Ct. Ex. 1, p. 55), VALIC’s 314% as- 
sumption, therefore, is entirely realistic. Indeed, SEC ad- 
mits that it ‘‘is made to take care of such normal income 
as might be anticipated’’ (SEC B. 7). Contrary to NASD’s 
contention (NASD B. 18), that assumption affects the level 
of annuity payments for the life of the annuitant. It avoids 
overpaying either those who die early or those who live 
long. The $6.81 annuity changes only to the extent that the 
net investment earnings vary from the assumption. 

Mortality table. VALIC guarantees, under all its poli- 
cies, that annuity payments at the initial rate, varying 
only to the extent that the net investment results vary from 
the assumed 314%, will continue for the life of each annui- 
tant and for the lives of the group as a whole no matter 
how long this may be. (F.F. 30, R. 100; SEC/NASD 
expert, R. 255) VALIC is on this guarantee from the 
day it issues the annuity contract, though annuity pay- 
ments may not commence for decades (R. 461, 463-465; 
SEC/NASD expert, R. 248-250). ‘*The amount of the first 
monthly annuity payment for each $1,000 applied to pro- 
vide annuity benefits is guaranteed and is fixed at the 
time the policy is issued, based on the sex of the annui- 
tant and the age at the time when payments commence”’ 
(F.F. 33-A-(i), RB. 102). 

The substantial character of this mortality guarantee 
is evident from the changes which have occurred in life 
expectancy in the past century. In the past 70 years, due 
to improved mortality, numerous mortality tables have 
been published by the Society of (Insurance) Actuaries 
(SEC/NASD expert, R. 250). Annuity payments caleu- 
lated on VALIC’s contractual formula (P. Ex. 1, R. 567), 
except for change of mortality tables, would produce the 
following initial monthly payments per $1,000 applied to 
provide straight life annuity benefits for a 65 year old 
male: 





Initial | 
Mortality Table: Monthly Payment 


American Experience (1868) $9.23 | 
Standard Annuity (1937) $7.58 | 
A—1949 Annuity (R. 250) $7.28 
Progressive Annuity (1950) $6.81 | 
A—1949 Table with Projection B, | 

applicable to man born 1913 $6.60 | 


As we have seen, the mortality table employed to cal- 
culate the annuity benefits affects not only the amount of 
the first but all subsequent payments. So an annuity con- 
tract written by a life insurance company in 1910 and ma- 
turing in 1950, with payments guaranteed on the basis of 
ealculations using the American Experience table would 
commit the company to payments substantially in excess of 
those justified by present mortality experience. This mor- 
tality risk is assumed and guaranteed by VALIC in all 
ts policies, irrespective of when they will mature. | 

Thus, by the use of a realistic assumed net investment 

rate and a conservative mortality table, VALIC’s actu- 
aries computed, and each policy states, in dollars the 
xmount of the initial annuity payment. This amount is 
reported to the policyholder in terms of annuity units. 
“‘The ‘annuity unit’ is a symbol designed and used to 
keep the annuitant informed as to the measure of his 
annuity payment and the investment experience of the 
Company”? (F.F. 37, R. 105). Annuity units are statis- 
tical reporting devices which are not a part of the books 
of account of the company (R. 528), though they have the 
same property as fixed dollar payments for the actuarial 
calculations of company reserves (R. 487-488) .? : 

2 The cited tables are published: American Experience—10 TRAN. ACTUARIAL 


Soc. AmeEr. 509-514; 1937 Standard—39 id. 8; A-1949 sai nia Mla: tain 
TABLES, SOCIETY OF ” ACTUARIES (1952). 


3SEC/NASD’s insurance expert expressly denied any intention to testify 
that VALIC could not actuarily compute its reserves (R. 275). Moréover, 
he made quite clear that ‘‘I am not disputing the adequacy of that Hinbiiey,"? 
i.e., VALIC’s reserve (R. 275). 
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Actuarial science is peculiarly an aspect of the insur- 
ance business (NASD/SEC expert, R. 126-127).* Itis a 
part of the necessary and fundamental know-how of state 
insurance authorities whose duty it is to determine the 
fairness and soundness of life insurance annuity contracts. 
It is completely foreign to the security business or security 
regulation (R. 215). 


2. Standard policy provisions 


VALIC’s annuity contracts include the ‘‘Standard Provi- 
sions’? for Annuity Contracts required by L.I.A. $ 35-705 
when appropriate to the type of policy: (a) grace period 
for premium payments; (b) two-year incontestability 
clause; (c) policy constitutes entire contract between the 
parties; (d) benefit adjustments in case of misstatement of 
age; (e) paid-up deferred annuity if periodic premium pay- 
ments are discontinued; (f) reinstatement within one year 
after discontinuance of premium payments; and (g) appli- 
cation made a part of the contract (P. Ex. 1, R. 572-574). 


B. Types of Policies 


1. Individual annuity policies 
(P. Ex. 1, 7-9: R. 567, 677, 688) 


(a) ImmepiaTeE ANNUITIES 


VALIC’s single premium immediate individual annuity 
contracts (P. Exs. 7-9, R. 677-688) become payment obliga- 
tions forthwith. The actuarial techniques, described above, 
require no further elaboration. 


4 Cf. Shanks, Dun’s Review and Modern Industry, supra. 


‘<The complex actuarial arithmetic on which annuity contracts are 
based dramatically illustrates how far from being a security a variable 
annuity is and how far it is from being the type of contract that the 
federal securities regulatory people have any training or experience with. 

‘“We can see how unrealistic the demands for federal regulation are 
as to the individual contracts. But think of the group contracts on a 
variable basis covering qualified employee pension plans. What do the 
federal regulatory authorities know about that whole complicated spe- 
cialized field of insurance operation and regulation?’’ 
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It is not clear whether SEC considers such contracts 
‘‘securities.’? It seems to exclude them when it says 
(SEC B. 1) that: ‘‘The question is whether a company 
which issues . . . ‘deferred variable annuity policies’ ’’ is 
subject to SEC. But, as this Court said in Jordan v. 
Group Health ASAOCIIOR, 71 App. D.C. 38, 107 F. 2d 
239, 245 (1939): ‘*. .. at ts the plan as a whole, not arti- 
ficially disjointed and segregated single phases of it, with 
which we are concerned.’’ | 

(b) Dererrep ANNUITIES : 

Most individuals must build their life insurance estate 
and annuity retirement by small premiums spanning their 
productive years.» WVALIC’s individual deferred annul- 
ties afford this opportunity. 

The standard insurance procedure on deferred annuities 
is to accumulate the portion of the interim premiums applied 
to provide annuity benefits and to determine interim cash 
values by adjusting such accumulating amounts by invest- 
ment results (R. 526-529). The only difference between 
a fixed-dollar and a variable annuity is that the fixed- 
dollar adjusts by a nominal assumed investment) rate, 
2% to 214%, (R. 497), and distributes the excess as divi- 
dends; the variable adjusts by the actual experience.® 

598% of all ordinary life insurance is bought on a premium apatite 
annually or more frequently (1956 Life Insurance Fact Book, Ct. Ex. 1, p. 


20). 75% of individual deferred annuity contracts are in the pay-in period 
(id., p. 31). 


6 The parallel between the cash value accumulations on_fixed- dollar and 
variable annuity contracts is shown by D. Ex. 41, B. 853. Two typical fixed- 
dollar, participating policies, which depend on investment, expense, and 
mortality results for dividends, are compared with a VALIC policy. It is 
assumed that (a) on the fixed-dollar policies, dividends continue at the 
current rate and, as permitted by the company, are left to accumulate at 
interest; and (b) on the VALIC’s policy, that the net earning rate averages 
344% per annum. On identical assumptions of age, sex, and $1, ROe, annual 
premium, typical cash values are: 

Lincoln National Canada Life ‘VALIC 


After 5 years 4,557.80 4,413.80 4,409.06 
10 years 10,351.20 10,221.50 10,176.22 

20 years 24,910.20 24,775.70 25,525.20 

30 years (retirement) 44,569.10 44,275.80 46,902.52 
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The standard insurance procedure is to offer deferred 
policies under which the annuitant retains the right during 
the years of premium payment to discontinue his policy and 
accept a cash surrender value (SEC/NASD expert, R. 
233). No life insurance contract compels the insured to 
continue premium payments (SEC/NASD expert, R. 221). 
A man planning a long-range retirement program will 
hardly be interested in a contract under which he can not 
ten to thirty years hence elect to forego the annuity for 
reasons personal to him—cancer, for a grim example. 

There is not, as SEC/NASD would imply, some sharp 
break when the annuitant moves from premium payments 
to annuity receipt. True, if his health is bad, he may 
elect not to receive an annuity: this is common to virtually 
all fixed-dollar annuities (SEC/NASD expert, R. 233). 
But with satisfactory health, he moves into retirement 
with no change of status.’ 

Incident to the performance of these traditional insur- 
ance functions, VALIC reports to each policyholder the 
amount of his accumulated or cash value. This is analogous 
to reports made by participating companies with respect 
to dividends or excess interest payments (R. 527). In its 
reports, VALIC uses ‘‘a statistical device referred to... as 
an ‘accumulation unit’ [which] ...is a symbol designed and 
used for the purpose of keeping the policyholder informed 
as to the cash surrender value of his policy and the invest- 
ment experience of the company.... VALIC has no account 
reflecting ‘accumulation units.’”’’ (F.F. 36, R. 105)3 
VALIC’s books of account, like those of any other life 
insurance company, are kept on a cash basis (R. 524). Save 
for its use as a convenient reporting symbol, the accumula- 
tion unit has no function (R. 565). 


7 Significantly, there is no income tax impact at this transition. The 
SEC/NASD arguments imply a sort of constructive receipt of funds which 
are then used to purchase the annuity. If there were substance to this, the 
tax authorities would not have overlooked it. 


8F.F. 44 states that ‘‘all’? VALIC policies provide for ‘‘accumulation 
units.’’ This finding is clearly erroneous, as shown by P. Exs. 7, 8, 9 and 
12, B. 677-688, 713. None of these policies involve ‘‘accumulation units.’’ 
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The use of symbolic ‘‘units’’ has long been common in 
the life insurance business. Thus, for statistical purposes 
group annuities usually are reported ‘‘on the basis of 
paid-up units set up to date, with additional wnits' of re- 
tirement income to be added each year.’’ 1954 Lire Insur- 
ance Fact Book, p. 30. Typical fixed-dollar annuities pro- 
vide for ‘‘. . . units of stipulated payment’’ (D. Ex. 42, R. 
854) and ‘‘premium-units’’ (D. Ex. 43, R. 855). 

Here we can discern a key misconception under which 
the trial court labored. In its opinion, the court said (R. 
84): ‘The value of one [accumulation] unit is, of course, 
determined by dividing the amount of the fund (market 
value of stock) by the number of accumulation units issued 
against it.”? But this statement, made as “‘of course’’ in 
the opinion, is wholly unsupported in the record. There is 
no fund, there are no accumulation units issued against the 
nonexistent fund, and it is impossible to divide a nonexistent 
total into a nonexistent fund. | 

Accordingly, the findings completely abandon the opinion. 
They recognize the indisputable fact that the value attrib- 
uted to an accumulation unit has nothing to do with a 
fund or with division. That value was fixed initially as 
of June 30, 1956 at $1.00 (F.F. 54, R. 108) and is adjusted 
monthly by multiplication by the contractually preseribed 
net investment factor (F.F. 55, R. 108).° 

The trial court’s difficulty probably arose out of the 
oft repeated SEC/NASD assertion, in various shadings of 
language, that the accumulation unit gives a VALIC 
policyholder some share in the ‘‘common funds and port- 
folio of securities held by the company for the benefit 
of all the contract holders’’ (SEC B. 5. Cf. NASD B. By 


® There is nothing mysterious about the ‘‘net investment factor. D We 
have noted that United States life insurance companies in 1955 earned an 
average net investment income of 3.25%. If a company with that net’ invest- 
ment rate ‘‘ received $1.00 net premium on Jan. 1, 1955, and accumulated it at 
the investment rate, the cash value on December 31, 1955, would have in- 
creased by 3.25%, and would be $1.0325. It is this simple mathematical 
operation which VALIC performs, making the adjustment wens, | instead 
of annually. 
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These statements are always barren of supporting record 
references. Apparently it is hoped that mere repetition will 
bring inert acceptance. SEC/NASD’s confusion is indi- 
cated by the testimony of their own expert ‘‘that all assets 
of the company [VALIC] are behind the mortality guaran- 
tee of the company’’ (R. 296). In other words, each policy- 
holder is a general creditor of VALIC (Cf. NASD B. 16). 

The error of the SEC/NASD ‘‘aliquot share’’ conten- 
tion is obvious from a simplified form of VALIC’s annual 
statement as of December 31, 1956 (P. Ex. 5, R. 653 at 
655-656) : 


Assets Liabilities 
Cash and Invested Reserves for 
Assets 305,564.38 policyholders 19,522.00 
Other Assets 1,923.88 Other liabilities 11,471.35 
———_—__ Capital and 
surplus 276,494.91 
307,488.26 307,488.26 


The SEC/NASD argument looks at this company posi- . 


tion from the viewpoint of the policyholder. Let us ex- 
amine one typical policyholder. D. Ex. 45, R. 856 is a 
photograph of the original worksheet of VALIC’s actu- 
aries in which they calculated the annuity reserves as of 
December 31, 1956, for all VALIC’s policyholders (R. 
541). At R. 869, in the lower right hand corner, are the 
figures for the holder of Policy #1124. This shows that 
on December 31, 1956, the reserve on Policy #1124 was 
$477.645, the result of applying to the net premium of 
$473.61 the investment factor derived from all of VALIC’s 
investable assets in the manner illustrated in P. Ex. 4, p. 
647. 


SEC/NASD never come to grips with the simple ques- 
tion: Of what ‘‘fund’’ is Policy # 1124’s $477.645 a ‘‘pro- 
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portionate share’’? To protect him, over $300,000 of assets 
are subject to his claim as a general creditor. | 

If either before or after policyholder + 1124 and his 
fellow annuitants enter into the pay-out period, a general 
increase in longevity occurs, reserves may need to be 
‘‘strengthened”’ (i.e., increased) (SEC expert, R. 249-250). 
This is done by a transfer from surplus. What had been a 
$477.645 reserve for Policy #1124, by a transfer from 
stockholder’s surplus now hecomes (say) $500. The 'com- 
pany’s assets do not change, but the liability side of the 
annual statement changes. Now SEC/NASD must say 
policyholder # 1124 has a different ‘‘proportionate share, ” 
but of what is again not clear. 

Neither space nor time permits elaboration of = 
detailed analysis. It is typical of the collapse which occurs 
whenever SEC/NASD’s vaguely generalized theories are 
put into juxtaposition with the facts. 

Similar analysis refutes NASD’s dtgpeoilletion? a argu- 
ments. The average premium, covering all benefits, on 
VALIC’s deferred annuity policies, is less than $60 monthly 
(R. 510). As shown by the table on page 21, fn. 6, supra, 
ten years may elapse before the cash value of an annuity— 
fixed-dollar or variable (at 3447%)—equals the total | pre- 
miums paid. Ignored by NASD is the fact that the com- 
pany will not accept advance premiums beyond the current 
policy year (R. 512).*° The argument that a 30 day grace 
period, required by statute, can be used for speculation is 
too fragile a straw man to merit answer. The suggestion 
that policy loans ean he distorted to speculation ignores 
the fact that the policyholder can borrow only during the 
pay-in period and only the lesser of his total premiums 
paid or his cash value, so that he can never borrow more 
than he has actually paid in (P. Ex. 1, R. 567). No Poe 
holder has ever sought a loan (R. 511). 

10D. Ex. 5, R. 653, at 656, line 9, shows how a premium received in ie 


is handled. The $115. 15 item is held by VALIC as a liability until saa 
to the payment of the premium. 
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(1) Life Insurance and Disability Premium Waiver 


Unless the applicant is uninsurable or is over 60 years 
of age, each VALIC indvidual deferred annuity policy 
must include life insurance (F.F. 33, R. 102). An insur- 
able individual holding an annual premium deferred an- 
nuity may, if he elects, provide for waiver of premiums to 
maturity in the event of total and permanent disability 
(F.F. 33, R. 103). 


SEC/NASD attempt to argue ‘‘de minimis’’ (SEC B. 
8-9; NASD B. 6), from the minimum life insurance re- 
quired to be included in deferred variable annuity policies. 
They ignore the fact that VALIC offers the insured a 
choice between this required minimum and policies, with- 
out amount limitation, on the basis of 10 or 15 year term, 
and family protection to age 65 (F.F. 33, R. 102; P. Ex. 
2, R. 583; D. Ex. 29, R. 840).2. As of May 31, 1957, VALIC 
had outstanding life insurance of $371,738 and disability 
premium waiver risk of $1,059,945 (R. 511). 


(2) Beneficiary Settlement Options 


Individual deferred annuity policies include beneficiary 
settlement options, counterparts of the types customarily 
offered by other life insurance companies, which permit 
direct settlement with beneficiaries without the necessity 
of going through estates (F.F. 33, R. 103). These include 
options for life annuities or other forms of periodie pay- 
ment. Under any option selected, the variable annuity con- 
cept applies. It is without dispute that no security affords 
any such options. 

” 4 Pereentages of life to annuity premiums based on minimum insurance 
(SEC B. 8; NASD B. 6, 89) are wholly irrelevant. Any one can construct 


equally irrelevant examples from VALIC’s insurance rate book (P. Ex. 2, 
R. 579-630). 

So, a 50 year old male purchasing a 15 year deferred VALIC annuity with 
$50,000 of 15 year term life insurance would pay an aggregate premium of 
$2,604 annually. Of the approximate $40,000 paid in premiums in the 15 
years, about 6234% would be for life insurance (P. Ex. 2, page ‘‘Age 507’, 
R. 622). 
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2. Group and pension trust policies 


VALIC’s group and pension trust policies parallel Las 
annuities offered by other life insurance companies (SEC/ 
NASD expert, R. 257-262). VALIC expects the major 
portion of its business to be in the group field (R. 507-508) 
as has been true of annuities generally in recent years 
(SEC/NASD expert, R. 257). : 


(a) Pension Trust Pouicy (P. Ex. 10, R. 689) 


This policy (described P. Ex. 2, R. 603) is used for pen- 
sion and profit sharing plans of employers of less! than 
50 employees. It issues on the Trustee’s application and 
a signed statement of each participant. Each participant 
employee receives a separate individual deferred annuity 
policy. Absolute ownership of the contract vests . the 
Trustee. 


(b) Group aiciciliiaas ADMINISTRATION (P. BY 11, 


R. 701) 


The Deposit Administration Group policy (deseribed, 
P. Ex. 2, R. 604) is for groups of 25 or more. The em- 
ployer executes an application and pays the specified pre- 
miums. The employer’s actuarial consultant determines 
the valuation base for such contributions. VALIC ad- 
ministers the payments. Each employee, on reaching re- 
tirement age, receives an individual immediate variable 
annuity contract, the initial amount of annuity being | fixed 
by the employer. 

This contract parallels the I.P.G. (Immediate Portirine- 
tion Guarantee Plan) policy, which for years has been 
issued by several of the largest life insurance companies 
(R. 539). Under the I.P.G. policy the employer’s net pre- 
mium, administered by the insurance company, is adjusted 
annually by the actual expenses and the actual investment 
experience of the company, including capital gains' and 
losses. The adjusted amount ultimately provides employee 
retirement benefits, subject to experience adjustments in 
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the payout period (R. 539). SEC has never, so far as this 
record or SEC reports indicate, claimed that the I.P.G. 
policy is a security, despite the variable payments de- 
pendent on investment results. 


(c) Group Poticy—Monery or Unit Purcuase (P. Ex. 12, 
R, 713) 


Money or unit purchase group policies are for large 
employee groups (P. Ex. 2, R. 604). Each year the em- 
ployer purchases a single premium deferred annuity for 
each employee. At retirement, an individual’s variable 
annuity is the aggregate of such purchases by the em- 
ployer. Death of an employee between the issue and 
maturity of such employee’s deferred annuity terminates 
VALIC’s obligation. Premiums calculated on the assump- 
tion of interim deaths are, of course, discounted for this 
mortality contingency (R. 538). 


C. VALIC’s Printed Descriptive Material 


VALIC’s sales literature, which must conform to the 
requirements of the insurance authorities, makes clear that 
the basic objective of the variable annuity is retirement 
planning. The material relating to policies here involved 
appears in P. Exs. 19 (R. 745) and 22-27 (R. 777-804). It 
should be examined in its entirety, for it cannot be evaluated 
on quotations torn from context. This material establishes 
beyond any question that ret¢rement objectives, culminating 
in the life annuity, underlie and sustain the variable an- 
nuity. The thrust is: ‘‘retirement financing’’ (R. 747), ‘‘re- 
tirement objectives’? (R. 748), ‘‘retirement income’’ (R. 
794, 801), ‘‘retirement purposes”’ (R. 757), and ‘‘retire- 
ment plan’? payable for life (R. 748, 778, 782, 795). The 
available life annuity options and the impact of death upon 
them are fully explained (R. 756, 781, 783-785). Nowhere in 
the material is there language indicative of security sales 
or an invitation to ‘‘speculate.”’ 
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D. Testimony of VALIC Policyholders 


VALIC’s policyholders confirm the long-range reétire- 
ment, annuity income motivation. SEC/NASD, after exam- 
ining only two policyholders of the ten subpoenaed by 
them, declined to call the remainder (R. 375). The testi- 
mony of the two examined is concise (R. 360-74), and 
should be read in its entirety. Their undisputed evidence 
in composite demonstrated: . 


1. A variable annuity was purchased as a part of 
an overall retirement program resting on life insurance 
and civil service retirement income. 


2. It was understood that the contract had a total dis. 
ability provision, a loan provision and term life insurance 
but these ‘‘were only added enhancements to the main 
purpose ot the contract which was for the nelsnorsent 
purpose.’’ 

3. It was understood that a portion of the =o 
‘‘would build up a fund with which to pay the sa at 
the end of the contract.’’ 


4, It was understood that the purchaser had a choice or 
optional annuity periods, each being dependent on one or 
more life contingencies. | 


5. It was understood that the annuity benefits under the 
policies would vary. 


6. It was understood that the annuity payments under 
the policy would tend to parallel changes in the cost of 
living. | 


7. It was understood that there was a risk that the 
amount of payments would fluctuate and that the risk of 
such fluctuation would be borne by the policyholder. 


8. A contract was desired which ‘‘would mitigate the 
technical obsolescence of the dollar.’’ 


Nothing in their testimony warrants, and SEC panied 
no record reference to support, the statement (SEC. Br. 
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25) that ‘‘The record is clear that the purchasers were 
motivated ... in large part by the desire for speculative 
profits...’’. Preparation for retirement, during the future 
uncertain span of their lives, was the sole motivation in 
their planning. 


STATUTES INVOLVED 
I 


Appendix A hereto contains the full text of the McCarran- 
Ferguson Insurance Regulation Act (Act of March 9, 1945, 
ce. 20, 59 Stat. 33, as amended; 15 U.S.C. §$§ 1011-1015). 


II 


Title 35 of the District of Columbia Code (1951) ed.) 
also is involved. It is not feasible to print this entire title 
as an Appendix but there is included as Appendix B, Public 
Law 85-334, 85th Congress, 2d Sess., S. 1040, approved 
February 22, 1958, which makes certain amendments to the 
insurance laws of the District. 


Il 


SEC has printed the portions of Securities Act of 1933 
(Act of May 27, 1933, c. 38, 48 Stat. 74; 15 U.S.C. §§ 77a 
et seq.) and the Investment Company Act of 1940 (Act of 
August 22, 1940, c. 686, 54 Stat. 789; 15 U.S.C. $§ 80a-1 
et seq.) deemed by it to be relevant. NASD has printed 
certain incomplete selections from such acts, omitting, 
for example, the essential opening clause of §3(c) of the 
1940 Act. 


SUMMARY OF ARGUMENT 
I 


The McCarran Act expresses the intent of Congress 
to exclude SEC/NASD from regulatory jurisdiction 
over VALIC. Prior to 1944, insurance was regulated ex- 
clusively by the states. When Umited States v. South- 
Eastern Underwriters Ass’n., 322 U.S. 533 (1944) de- 
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clared that insurance conducted across state lines was 
interstate commerce, Congress moved promptly to pre- 
vent potential conflict and confusion between comprehen- 
sive state insurance regulation and federal statutes : not 
drafted with insurance in mind. : 

The present case illustrates such potential conflict. An 
SEC/NASD expert conceded that it is “possible” that 
variable annuities issued by insurance companies under 
State insurance regulation would, if treated as securities, 
immediately upon issuance bring about conflict between 
State and Federal law. In such case, as declared by the 
Court of Appeals for the Sixth Cireuit, ‘‘ ‘the continued 
regulation and taxation by the several States’... would 
no longer exist.’’ National Casualty Co. v. Federal Trade 
Com’n, 245 F. 2d 883 at 887 (1957).” 

Congress enacted the McCarran Act in 1945 to avoid such 
conflicts. It declared that continued regulation and taxa- 
tion of the insurance business by States was in the public 
interest, and thus gave its support to existing and future 
systems for State regulation. In the McCarran Act, Con- 
gress carefully specified the areas in which it preserved 
federal power. It then yielded regulation unequivocally to 
the State insurance laws, unless a federal statute “* speci- 
fically relates to the business of insurance.’’ The Secu- 
rities Acts do not fall within the reserved or excepted 
category. 

The District insurance statutes, administered through 
the Insurance Superintendent, afford full protection to 
the public. Where a company, as does VALIC, operates 
outside the District, the states in which it is authorized 
also regulate its activities. These regulations assure ad- 
ministrative approval of each policy; control of the agents 
and the printed material through which sales are solicited ; 
full disclosure of detailed financial data; examinations and 
evaluations as to solvency and reserves; and civil and 
criminal sanctions against false or misleading statements. 


2 Cert. rela Nov. 12, 1957, sub nom. F.7.C. v. National Casualty vo., 
78 S. Ct. 119. | 
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So extensive is this imsurance regulation that it could 
serve no public purpose to impose on VALIC, contrary to 
Congressional intent, a superseding or duplicating regula- 
tion by SEC/NASD. This is precisely what the McCarran 
Act was intended to forestall. The decision of the Trial 
Court effectuated this Congressional policy. 


I 


VALIC is not engaged in the sale of ‘‘securities’’ within 
the Securities Act of 1933. The variable annuity policy 
affords to the annuitant an income, in an amount deter- 
mined by references to his age and sex, calculated under 
the provisions of the policy, and terminating on death. In 
the application of actuarial principles and techniques of life 
contingencies, so-called fixed-dollar and variable annui- 
ties are identical. 

The factor which distinguishes a life insurance annuity 
from a security is the group sharing of the risk of 
longevity. This essential distinction is not dependent upon 
an expression of minimum payments in fixed-dollar 
amounts, or upon the media in which the insurance com- 
pany may elect, subject to the controlling insurance stat- 
utes, to invest. The distinction is inherent in the fact 
that those who die early receive the contracted for, defi- 
nitely determinable, annuity payments for a short time, 
and those who live long receive such payments until death, 
thus liquidating the aggregate reserve liability over the 
uncertain life spans of the annuitants as a group. No 
security has any such feature. 


Til 


VALIC’s annuity policies are exempt from regulation 
under the Securities Act of 1933. The 1933 Act exempts 
from registration “any insurance or endowment policy or 
annuity contract, ... issued by a corporation subject to the 
supervision of the insurance commissioner... of... the 
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District of Columbia.’’ Congress intended the controlling 


factor to be supervision by the Insurance Superintendent. 


VALIC is so supervised. Congress did not try to freeze 
as of 1933 the forms of insurance protection. VALIC’s 
policies meet all the tests of the life insurance annuity, and 
the intent of Congress to exclude such insurance contracts 
from registration with SEC could not be more clearly 
expressed. ! 


IV 


VALIC is not an “investment company”’ under the In- 
vestment Company Act of 1940. Legislative history dem- 
onstrates that Congress in 1940 was not seeking additional 
regulation of insurance companies. SEC itself distin- 
guished between “investment companies’ and ‘‘insurance 
companies’’ and excluded the latter from its legislative 
studies. Committee reports and Congressional debates 
confirm this exclusion. Insurance companies operating 
under the supervision of insurance authorities are ex- 
pressly exempted by the Act. 

The sole business of VALIC is the sale of life jnsur- 
ance, disability, and variable annuity policies. The writ- 
ing of such contracts is indisputably an integral part of 
the business activity of writing of insurance. No invest- 
ment company can write them, and none does. In the 
administration of its assets, VALIC like any other ‘insur- 
ance company, makes investment in media permitted by 
District insurance laws. The SEC statement (Br. 16) 
that ‘‘it is undisputed that they [VALIC] are engaged 
primarily in the business of investing, reinvesting and 
trading in securities’’ is completely without support in 
this record. VALIC, as a regulated life insurance com- 
pany, is engaged solely in the business of life insurance 
under the supervision of the Insurance Superintendent, 
and is not ‘‘engaged primarily in the business of invest- 
ing,” ete., as those words are used in the Investment Com- 
pany Act of 1940, or anywhere else. | 
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ARGUMENT 
I 
THE McCARRAN ACT CONCEDES TO THE INSURANCE 


SUPERINTENDENT, AND EXCLUDES THE SEC/NASD 
FROM, REGULATORY JURISDICTION OVER VALIC 


The McCarran Act declares ‘‘that the continued regu- 
lation and taxation by the several states of the business 
of insurance is in the public interest. (McCarran Act pre- 
amble, App. A, p. 1). The trial court correctly held that 
the regulation of VALIC’s insurance business and con- 
tracts is vested in the District and the State insurance 
authorities. 


A. BACKGROUND OF THE McCARRAN ACT 


Following Paul v. Virginia, 75 U.S. (8 Wall.) 168 (1869), 
the insurance business until 1944 was held not to be ‘‘com- 
merce’’;* Congress did not attempt to regulate it; and 
‘The states developed comprehensive regulatory and tax- 
ing systems ... (The) negative implications of the com- 
merce clause became irrelevant, as such, for the valid 
exercise of state regulatory and taxing authority’’ (Pru- 
dential Ins. Co. v. Benjamin, 328 U.S. 408, 415-417 (1946). 

Said a House Committee in 1906: Paul v. Virginia **met 
the approval of the bar and business men of the United 
States as being in accord with law and common sense.’’ 
If Congress should inject the Federal government into 
insurance regulation, ‘‘J¢ would disturb the very substance 
of government by precipitating a violent conflict between 
the police power of the States and the power of Congress 
to regulate interstate commerce.’’ H.R. Rep. No. 2491, 
59th Cong., 1st Sess., March 23, 1906, 14, 15-16. 

The states have ample power to protect their citizens 
from fraud, incompetence, misrepresentation, and sharp 

3 The ogee Act, § 5, includes the District of Columbia in its definition 
of ‘State’? 


4See for example, New York Life Ins. Co, v. Deer Lodge County, 231 U.S. 
495 (1913); Hooper v. Calsfornia, 155 U.S. 648 (1895). Other cases are 
cited in United States v. South-Eastern Underwriters Assn’n, supra, 322 U. 8. 
544, n. 18. 





% 
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5322 U.S. at 590. 
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practice in the selling of insurance. Robertson v. Califor- 
nia, 328 U.S. 440 (1946); Travelers Health Ass’n. y. Vir- 
gma, ex rel. State Corporation Commission, 339 U. S. 643 
(1950). Of State regulation, Mr. Justice Jackson eqgently 
stated (322 U.S. at 590): 


‘‘Such state departments, through trial et error, 
have accumulated that body of institutional experience 
and wisdom so indispensable to good administration. pa 


United States v. South-Eastern Underwriters Ass’ N., 
supra, which declared the business of insurance conducted 
across state lines to be interstate commerce, raised serious 
questions. One dissent stated that it would require ‘‘a 
generation of litigation’’* to define the respective areas 
of federal and state regulation. Federal regulatory stat- 
utes of general application were not drafted with the 
thought or intent that they might be applied to insurance. 
Their attempted application thereto obviously would in- 
duce endless confusion and conflict. | 

This apprehension is illustrated by the present action. 
The potential confusions, if both the Insurance Superin- 
tendent and SEC/NASD undertake to regulate VALIC’s 
business and policies, have been understated: ‘‘It is: prob- 
able’’—VALIC would say it is certain—‘‘that in the reg- 
ulation of the business of insurance by both the federal 
and state governments there will develop a conflict of 
policies. ... [I]n such event the federal regulation would 
control. If so, ‘the continued regulation and taxation by 
the several states,’ referred to in... the [McCarran] 
Act as being in the public interest, would no longer exist.’’ 
National Casualty Co. v. FTC, supra, 245 F. 2d at 887. 

Even an SEC/NASD expert, a former commissioner of 
the SEC and president of the American Stock Exchange, 
declared that if a variable annuity were held to be a 
security under the 1933 Act, ‘‘it is possible’’ that ‘‘if the 
variable annuity is issued by an imsurance company act- 
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ing in pursuance of the regulations of an insurance com- 
mission of a state, that immediately upon its issuance it 
would become in conflict between state and federal laws’’ 
(R. 402). 

As a specific example of the general confusion and con- 
flict which would ensue, consider the effort of SEC/NASD 
to strain VALIC into the ‘‘investment company’’ cate- 
gory. Apparently they contend that VALIC is a manage- 
ment company under §4(3) of the 1940 Act. The Act 
requires SEC to classify management companies as ‘‘open- 
end’’ or ‘‘closed-end’’, id, § 5(a). SEC/NASD also assert 
that VALIC’s annuity policies are ‘‘securities.’’ The policy- 
holders indisputably have a claim on VALIC’s assets senior 
to that of VALIC stockholders. 


Accept SEC/NASD’s contentions and it follows: 


(i) If VALIC were an open-end investment company 
it would be unlawful for it to have any class of senior 
security. 1940 Act, §18(f). It could not issue the vari- 
able annuity policies which have been approved by the 
Insurance Superintendent. 

(ii) If VALIC were a closed-end investment company 
it would be unlawful for it to issue a senior security 
representing indebtedness unless it had an asset coverage 
of 300 per cent; or a senior stock unless it had coverage 
of 200 per cent (1940 Act, $18(a) (1) (A) and (2)(A)). 
SEC/NASD do not say which section they would seek to 
apply. Both would bar the policies the Insurance Super- 
intendent has approved. 


B. PURPOSE OF THE McCARRAN ACT 


Even before South-Eastern Underwriters’ Congress rec- 
ognized what it described later as the need for ‘‘an imme- 


6¢SEC/NASD have never contended that VALIC is a ‘‘face-amount cer- 
tificate company’’ (1940 Act, §4(1)). Count Three of the SEC Complaint 
may have been intended to charge that VALIC is a ‘‘umit investment trust’’ 
(id. § 4(2)), but that Count has been explicitly abandoned (SEC B. 3, fn 3). 


7In the 78th Congress, Ist Session (1943), S. 1362, H. 3269 and H. 3270 
were introduced prior to but in anticipation of South-Eastern Underwriters. 
These bills contained one paragraph to exclude the insurance business only 
from the Sherman and the Clayton Acts. This is significant in view of the 
broad provisions of the Act as passed. 
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diate expression of policy by the Congress with respect 
to the continued mera of the business of insurance 
by the... States...’’ S. Rep. No. 20, 79th Cong.» 1st 
Sess. (1945). 

Prudential Ins. Co. v. Benjamin, supra® (1946), recog- 
nized that Congress intended by the McCarran Act: 


. broadly to give support to the existing and 
soba ‘state systems for regulating and taxing the 
business of imsurance. . 

‘¢. . . Congress must have had full knowledge of 
the nation-wide existence of state systems of regu- 
lation and taxation; of the fact that they differ greatly 
in the scope and character of the regulations imposed 
and of the taxes enacted; and of the further fact that 
many, if not all, include features which, to some extent, 
have not been applied generally to other interstate 
business. . [Its] purpose was evidently to throw 
the whole weight of its power behind the atape ad 
tems, notwithstanding these variations.”’’ | 


See also Wilburn Boat Co. v. Fireman’s Fund Insur- 
ance, 348 U.S. 310 (1955); Maryland Casualty Co. v. 
Cushing, 347 U.S. 409 (1954); North Little Rock Trans- 
portation Co. v. Casualty Reciprocal Exchange, 181 F. 
2d 174 (8th Cir. 1950), cert. denied 340 U.S. 823 (1950). 

Congress did have such knowledge. The Department 
of Justice — foreshadowing SEC/NASD contentions — 
‘urged that the Federal Government should interfere with 
State regulation where the latter is not adequate accord- 
ing to a standard determined by the Department of Jus- 
tice’? (H. Rep. No. 873, 78th Cong., Ist Sess., dated Nov. 
18, 1943, p. 7). The Report continued: 


‘“‘The committee is not impressed by such argu- 
ment. If the States are to be permitted to regulate, 
they should be permitted to regulate as they see fit. 
The Committee believe that in considering the nature 
of the business of insurance, its closeness to policy- 
holders in the several States, the established aypens 


8 328 U.S. at 429, 430. 


38 


of regulation and control by the States, and the expe- 
rience and attitude of State insurance commissioners, 
regulation by the States should not be circumscribed 
by the establishment of any control over their power 
of regulation or the exercise by them of that power.’’ ® 


Congress recognized that if such action became advis- 
able, it could later ‘‘enact such legislation as we may 
deem proper and wise in the regulation of this business.’’ 
Senator Barkley, 91 Cong. Rec. 1558 (Feb. 27, 1945). 

In the McCarran Act Congress specified the areas in 
which federal power was preserved: the Sherman Act 
reaches agreements to boycott, coerce, or intimidate 
(§3(b)); the National Labor Relations Act, the Fair 
Labor Standards Act of 1938, and the Merchant Marine 
Act of 1920 remain fully applicable ($4; Appendix A, p. 
1, 2). Neither the Securities Act of 1933 nor the Invest- 
ment Company Act of 1940 were placed in the category 
preserved to federal control. 


C. THE McCARRAN ACT INSULATES THE INSURANCE SUPER- 
INTENDENT FROM BEING SUPERSEDED BY THE SEC/NASD 
In the 80th Congress, the next after that which enacted 

the McCarran Act, five bills were introduced to make 

clear that the District Insurance Laws satisfied the Me- 

Carran Act. The result of careful legislative considera- 

tion was the Act of May 20, 1948, 62 Stat. 242. 

The Hearings Before Subcommitiee On .. . Insurance 
Of The Committee On The District Of Columbia, House 
of Representatives, 80th Cong. 1st Sess. May 7, 1947, show 
Congress’ intent to vest in the Insurance Superintendent 
full responsibility for insurance regulation, leaving no 
gaps for other federal agencies to occupy. 


9Cf. the comment of the Hon. Hatton Summers: ‘‘Now, as a matter of 
fact, then, whether or not the States are doing what we think they ought 
to do, that is not our business, quite, up here, is it?’’ (Joint Hearings 
before the Committees on the Judiciary, 78th Cong., 1st Sess., on S. B. 1362 
and H. B. 3269, p. 115). 








, 
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‘‘Mr. Jordan. The substance of it is that’ it will 
be regulated by this law, and subsequently that the 
Federal laws might not be ema te which we think 
is the sense of Public Law 15...’’ (p. 31). 


Before the Subcommittee of the Senate Conc ted on the 
District of Columbia, Senator Cain observed to the Insur- 
ance Superintendent (Mr. Jordan): | 


‘“‘Y daresay that you have the authority, in your 
general powers, to examine any new insurance situ- 
ation that comes up, and either take action on the situ- 
ation or recommend legislation to accommodate its 
needs’’ (Steno. Tr. Hearing March 8, 1948, p. 13). 


This is, of course, precisely what the Insurance Superin- 
tendent has done. He took action in this case in pursuance 
of the expressed statutory powers vested in him by the 
Congress. Also, on occasion, he recommends legislation, 
Le. Public Law 85-334 (Aependte B), approved February 
22, 1958. This Act made significant changes in the insur- 
ance laws of the District. It gives the Insurance Superin- 
tendent even greater regulatory powers—in the public 
interest, for example, he may refuse to issue or renew a 
certificate of authority or license if the issuance or renewal 
of the same ‘‘would adversely affect the public interest’’ 
(See. 5). Since the Act was passed after the decision of 
the Court below, it becomes obvious that neither the Con- 
gress nor the Insurance Superintendent felt that it was 
necesary to have any enabling or specific, implementing 
legislation relative to the variable annuity. The legislative 
history of the Act fully supports this conclusion. . 

In both S. Report 1110 (August 22, 1957) and H.R. Re- 
port 1324 (February 4, 1958), 85th Cong. 2d Sess., the re- 
spective committees, in reporting on Public Law 85-334 (72 
Stat. 19, et seq.) ‘‘To amend the Acts known as the ‘Life 
Insurance’ approved June 19, 1934,’? ete. (Appendix B 
hereto) manifestly set forth the congressional purposes of 
the Act as follows: | 














40 


‘‘The primary purpose of the bill, therefore, is to 
permit the Department of Insurance of the District of 
Columbia to continue to protect the public by issuing 
and revoking licenses in accordance with standards 
previously established by Congress. 

‘‘The provisions which are added to the Insurance 
Acts by the amendments contained in the bill are com- 
parable to provisions usually found in State laws. The 
bill is designed to protect the public interest involved 
in the insurance business.’’ 


D. THE TRIAL COURT’S INTERPRETATION OF THE McCARRAN 
ACT ACCORDS WITH SETTLED PRINCIPLES OF STATUTORY 
CONSTRUCTION 

The dominant force in the interpretation of federal 
statutes is the purpose of Congress. The Court’s function 
is to effectuate that intent. That ‘‘function ends with the 
endeavor to ascertain from the words used, construed in 
the light of the relevant material, what was in fact the 

intent of Congress.’’ United States v. Cooper Corp., 312 

U.S. 600, 606 (1941). The Court looks to the provisions 

of the entire statute, as illuminated by the symmetrical 

whole of which it may be a part, the object of the act, 
and the policy there reflected. National Labor Relations 

Board v. Lion Oil Co., 352 U.S. 282 (1957) ; Federal Power 

Commission v. Panhandle Eastern Pipe Line Co., 337 US. 

498 (1949). 


‘‘The policy, as well as the letter of the law, is a guide 
to decision. Resort to the policy of a law may be had to 
ameliorate its seeming harshness or to qualify its appar- 
ent absolutes.”?’ Markham v. Cabell, 326 U.S. 404, 409 
(1945), quoted Cox v. Roth, 348 U.S. 207 (1954); Rich- 
mond, F. € P. R. Co. v. Brooks, 91 U.S. App. D.C. 24, 
197 F.2d 404 (1952) cert. denied 344 U.S. 828 (1952); 
United States v. American Trucking Ass’n, 310 U.S. 534, 
542 (1940). The courts ‘‘do not stop but only begin with 
the words ... that purposes of statutes and the entire statu- 
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tory scheme must be taken into account.’’ Smither'é Co. 
v. Coles, 100 U.S. App. D.C. 68, 242 F.2d 220, 222 ves 
cert. denied 352 U.S. 120 (1957). 

Here we have an unambiguous statute, a unit ini a co- 
herent scheme of regulation. The Acts of 1933 and 1940 
exclude from SEC jurisdiction insurance companies and 
the contracts issued by such companies under the super- 
vision of State insurance authorities (See Points II, II 
and IV of Argument). The McCarran Act confirms this 
purpose by declaring (subject to specifie exceptions not 
here applicable) the policy of State insurance regulation. 

The most recent efforts of a federal agency to regulate 
insurance companies despite the McCarran Act were by 
the Federal Trade Commission. The Courts of the ‘Fifth 
and Sixth Circuits have rejected the Commission’s claim 
to superimpose federal upon state regulation. American 
Hospital & Life Insurance Co. v. FTC, 243 F. 2d 719 
(5 Cir. 1957) ;?° National Casualty Co. v. FTC, supra. See 
Chelberg, Regulation of Industry—The State- Federal Con- 
troversy—(1957) 7 DePaul Law Review 25. 


E. LIFE INSURANCE STATUTES AND INSURANCE DEPART- 
MENTS FULLY PROTECT THE PUBLIC INTEREST | 
SEC/NASD are silent as to any public benefit which 
would flow from subjecting VALIC to both insurance de- 
partment and SEC regulation. No doubt they are silent 
because, as stated by one witness, insurance companies 
. are already so regulated that the interest of the pub- 
lie and the policyholders is adequately protected.’’ | (R. 
434). Indeed, ‘‘the business of insurance has been more 
generally regulated than any other sphere of business 
activity not a public utility.’”’ American Hospital & fia 
Insurance Co. v. FTC, supra.* 
10 Cert. granted, November 12, ere sub nom, FTC yv. American Hospital 
and Life Insurance Co., 78 8. Ct. 120 
1243 F. 2d at 721. 
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Two recent law review comments, after exhaustive re- 
search,” have reached the identical conclusion. Both con- 
cluded that the public interest would best be served by 
regulation of variable annuities by State insurance authori- 
ties, and by the avoidance of the inefficiencies of dual regu- 
lation. 43 Virginia Law Review 699 at 711-712 (1957) ; 33 
N.Y. Univ. Law Rev. 76 at 82 (1958). 

Title 35, District of Columbia Code (1951), sets forth 
the basic insurance law in 253 sections covering (with 
notes) 95 pages. Chapters 3-8 are ‘‘The Life Insurance 
Act.’?’ A summary of these statutes (not mentioning the 
extensive regulation in three other states) explodes the 
anxiety which NASD pretends for VALIC’s policyholders. 

The Insurance Superintendent is vested with ‘‘super- 
vision of all matter pertaining to insurance, insurance 
companies, subject only to the general supervision of the 
Commissioners”’ (L.J.A. § 35-101). His office is public, and 
records, books and papers on file are public records (L.LA. 
§ 35-401). 

Organization: We have seen the steps in VALIC’s or- 
ganization. Proposed articles of incorporation, together 
with $10,000 bond, are filed with the Superintendent, and 
newspaper notice is published (L.I.A. § 35-502). The Cor- 
poration Counsel examines the proposed articles and, if 
he so finds, certifies them to be in accordance with law 
(L.A. § 35-503). The Company must deposit securities of 
not less than $100,000—V ALIC has deposited over $200,000 
(F.F. 7, 14, R. 96, 97)—to protect policyholders (L.I.A. 
§ 35-415, § 35-416). The Superintendent may examine any 
person under oath, and all books and records, pending 
organization (L.I.A. § 35-506). He must be satisfied as to 
the company’s qualifications before he authorizes it to act, 
and he may refuse to issue or renew a certificate of author- 

2In a ‘‘Special Note’’ glued to the inside cover of its brief, NASD cites 
a Recent Case Note in 71 Harvard L, Rev. 562. Both the New York University 
Law Review and the Virginia Law Review studies cited in VALIC’s Brief 


evidence a breadth of research and an application of scholarship which over- 
shadow the note in the Harvard Law Review. 
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ity if the issuance or renewal ‘‘would adversely affect the 
public interest’’ (L.I.A. § 35-404). The Superintendent’s 
certificate of authority to the insurance company (L.A. 
§ 35-503) is on an annual basis (F.F. 6, 8, 9, R. 9); re- 
vocable for impropriety (L.L.A. § 35-405). 

Policies: All life insurance and annuity eT must 
be approved by the Superintendent (L.1.A. § 35-705, 
§ 35-708). They must include standard provisions (life, 
L.LA. § 35-730; annuities, L.I.A. § 35-705). Other :provi- 
sions are prohibited (L.A. § 35-704). All applications, 
riders, and endorsements relating to annuities must be ap- 
proved (L.L.A. § 35-705). On the contrary, SEC does not 
pass on the merits of or give approval to any seourity. 
(1933 Act § 23, 15 U.S.C. § 77w.) 


Every security prospectus issued under SEC Tegis- 
tration states: ‘‘THESE SECURITIES HAVE NOT BEEN AP- 
PROVED OR DISAPPROVED BY THE SECURITIES AND EXCHANGE 
CoMMISSION NOR HAS THE COMMISSION PASSED ON THE 
ACCURACY OR ADEQUACY OF THE PROSPECTUS.’’ (R. 726).° 


Home office operation: The company must keep its prin- 
cipal office and its records in the District (L.I.A. § 33-204). 
All investments must be in media approved by the Life 
Insurance Act as lawful for insurance companies ime 
§ 35-535). 

Sales activities: VALIC, like other life insurance com- 
panies, operates through the agency system (F.F. 25, R. 
99). Each general and soliciting agent must be licensed 
by the insurance authority of his State/District. (ibid). 
The applicant for an agent’s or broker’s license must sup- 
ply full details, some specified in the law, ‘‘and such: other 
information as the Superintendent may require’’ (L.I.A. 
§ 35-425, § 35-428). An applicant for a broker’s license may 
be subjected to examination (L.I.A. § 35-428). When the 
Superintendent is satisfied of the qualifications and 'trust- 

3Can ‘‘full disclosure’’ ever be as adequate a standard as administrative 


approval of the terms of the contracts by the responsible Insurance Super- 
intendent? 
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worthiness of the applicant, he issues a license on an annual 
basis (L.LA. § 35-425, § 35-428). 

Disclosure of basic financial data: Nothing in SEC ex- 
perience compares with the disclosure required by the 
Life Insurance Act. VALIC reports annually to the Su- 
perintendent on the standard form (L.A. § 35-406, 407; 
§ 47-1802), recommended by the National Association of In- 
surance Commissioners.* (P. Ex. 5, R. 653) This report, 
42 pages each 12” x 19”, is ‘‘designed to ferret out every 
fact which the [NAIC] Committees, over the years, have 
deemed significant,’’ and is on file and available for in- 
spection by any interested party in any State where VALIC 
operates (SEC/NASD expert, R. 268). 

Annually the Superintendent examines and certifies the 
valuation of VALIC’s policy reserves (L.LA. § 35-701(a) ; 
D. Ex. 1, R. 812). The statute vests in the Superintendent 
discretion with respect to reserves for life insurance pol- 
icies providing a varying amount of insurance or varying 
premiums, for annuities, and for other forms of cover- 
age (L.I.A. § 35-701(¢) (2)(B)). 

The company, every person having knowledge of it, and 
all its books and records, are subject at all times to exam- 
ination (L.L.A. § 35-418). The subpoena power (L.LA. 
§ 35-412) is supplemented by an immunity statute (L.I.A. 
§ 35-802) which effectively eliminates privilege against self 
incrimination. The examiner’s report to the Superintendent 
may be published in a newspaper (L.LA. § 35-418). 

There is no suggestion that the District Insurance Su- 
perintendent is less diligent than the Connecticut insur- 
ance authorities, who on such examinations ‘‘go into every 
phase of the company’s activities to see that they are 
conducting their operation according to law’’ (SEC/NASD 
expert, R. 118). 

VALIC also is subject at intervals to detailed ‘‘con- 


An organization of state insurance officials having for its purpose the 
promotion of uniformity of laws and their administration in the several 
States (R. 501). 
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vention’? examinations by a corps of examiners, repre- 
senting States in which it does business (R. 512). | 

Sanctions against false or misleading statements. The 
Life Insurance Act blankets this field: 

The company is subject to revocation of authority to 
do business, its agent to cancellation of license, if any 
officer, director, general agent, solicitor, broker, or other 
person falsely represents the terms or benefits of:a pol- 
icy, ‘‘or the dividends or shares of surplus to be received 
thereon,’’ or other facts concerning the company’s opera- 
tion (L.LA. § 35-714). Congress here clearly contemplated 
policies under which shares of surplus would imure to 
policyholders. 

Advertising standards are set, and violation is a mis- 
demeanor (L.I.A. § 35-409, § 35-410). Directors are per- 
sonally liable for any of eight types of misconduct, includ- 
ing false notices or deceiving the public (L.I.A. § 35-526). 
A director, officer, agent or employee wilfully making any 
false statement in any statement required by law is subject 
to imprisonment for 2-10 years (L.I.A. § 35-408).: The 
license of a general agent, agent, or solicitor may be sus- 
pended or revoked for any of eight reasons, including mis- 
representation or a finding that he is ee 
(L.LA. § 35-426). 

Protection against wmpairment of capital. The — 
intendent may suspend the authority of any life insur- 
ance company to operate when he considers further trans- 
action of business hazardous to policyholders, creditors or 
‘the public’’ (L.I.A. § 35-405). After notice and hearing, 
he may revoke the authority to do business for any of 11 
reasons, including insolvency, impairment of capital or 
surplus, failure to comply with the law, misrepresenting 
the ‘‘terms of any policy’’, or has ‘‘used any name or title 
of any policy ... misrepresenting the true nature thereof’’ 
(L.LA. § 35-405). He may apply to the District Court for 
a show cause order to take possession of the company’ S 
property and conduct its business for any of six regsons, 
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ranging from insolvency, to a finding that further business 
will be hazardous to policyholders, to a general finding of 
‘‘activities against public policy’’ (L.I.A. § 35-419). 

This is the Insurance Superintendent whom NASD 
describes, in approving contracts, as “only a ministerial 
officer vested with no discretionary power in the premises”’ 
(NASD B. 38). For this remarkable proposition, unsound 
on its face, they cite three cases, none of which had any- 
thing to do with the approval of policies. The first 2 of 
these cases belong to another era. 

The first District Insurance Law (Act of March 3, 1901, 
31 Stat. 1189 at 1289), consisted of 13 sections covering 
less than 5 pages. Entitled ‘‘Insurance Companies,” it 
dealt solely with companies, providing no standards or 
requirements for agents. Drake v. United States ex rel. 
Bates, 30 App. D.C. 312 (1908) held that under such Act 
the Insurance Superintendent’s powers did not extend to 
agents; that anyone was entitled to demand a ‘‘general 
insurance license”’ for $50; and that in “issuing a license to 
such applicants, the Superintendent [was] a ministerial 
officer vested with no discretion in the premises.” United 
States ex rel. Kreh v. Ingham, 38 App. D.C. 379 (1912), 
held that under the same Act anyone was entitled to 
demand, at $5 each, as many solicitor’s licenses as he found 
companies to represent. 

The third case, Hutchins Mutual Insurance Co. v. Hazen, 
supra, simply held that under taxicab liability insurance 
statutes the Superintendent lacked power to regulate the 
internal operations of certain mutual companies. This 
Court there stated that it did not question the Insurance 
Superintendent’s authority ‘‘to control the solicitation of 
the insurance, the terms and conditions of the contract, the 
rate to be charged, and the enforcement of the provisions 
of the Act and the general insurance law.’’ 
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F. REGULATION OF VALIC AND ITS ANNUITY POLICIES UNDER 
THE SECURITY ACTS WOULD INVALIDATE, IMPAIR, AND 
SUPERSEDE DISTRICT AND STATE INSURANCE LAWS 

SEC/NASD’s final argument is that the McCarran Act 
‘‘may’’ permit dual regulation (SEC B. 48, NASD B. 27). 
Neither cites a single authority for the contention: none 
exists. The highest to which advocacy rises is the wist- 
ful SEC comment that: “The decisions which have thus 
far interpreted the McCarran Act are consistent with es 
view” (SEC B. 50). 

It is inconceivable that Congress, which enacted both 
District Code and the Securities Acts, could have intended 
to have both the insurance superintendent and the SEC 
regulating the same activity. The argument runs contra 
to the language of § 2(b) of the McCarran Act and the Con- 
gressional intent. ‘‘The real question,’’ said the Court in 
National Casualty Co. v. FTC, supra, ‘‘is to what extent; if 
any, did Congress provide for federal regulation an addi. 
tion to state regulation.” 

The Court is confronted in this case with a flat conflict 
between four State/District insurance commissioners and 
SEC/NASD as to whether VALIO’s annuities are properly 
approved as insurance contracts under state laws. No 
procedure exists in the SEC administrative system for deal- 
ing with this conflict save the burdensome one of litigation. 
Certainly in the light of the evident Congressional intent 
to dovetail state and federal regulation, this is a matter for 
state administrative decision if we are to recognize “the 
cooperative conception’’ of federalism that ‘‘the National 
Government and the States are mutually complementary 
parts of a single governmental mechanism all of whose 
powers are intended to realize the current purposes of 
government according to their applicability to the prob- 
lem in hand.’’ Corbin: The Passing of Dual aderalisns 
36 Va. L. Rev. 1, 19 (1950). 

In Real Estate Title Ins. Co. v. District of Odin. 
82 U.S. App. D.C. 170, 161 F. 2d 887 (1947) this Court 
examined companies issuing title certificates and concluded 
that the companies were insurance companies and their 
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‘‘certificates,’’ affording protection on title conveyances in 
exchange for premiums, were insurance contracts. This 
Court noted that the companies (i) ‘‘were organized as 
insurance companies’’, (ii) ‘‘have adhered throughout to 
the stated purposes of their charter,’’ (iii) ‘‘have registered 
as insurance companies,’’ (iv) ‘‘have complied with the 
laws applicable to insurance companies,’’ and (v) ‘‘have 
held themselves out to the public as insurance companies.’’ 
Likewise here, it is clear that all of these 5 elements are 
present. This Court pointed out that: 


‘*a contract of insurance cannot be changed by the use 
or absence of particular words. The Court will al- 
ways look behind the terminology to ascertain what 
the parties intended .. .’’.® 


The Court noted the shock that would result to the com- 
pany’s policyholders to be told that they had no insurance 
against the contingency certified; no less would be the 
shock to VALIC’s policyholders to be told that their plan 
for insuring their retirement was not insurance. 

In holding that companies organized as ‘‘insurance cor- 
porations’’ in New York were zpso facto ‘‘insurance cor- 
porations’’ within the meaning of the Bankruptcy Act, In 
re Union Guarantee & Mortgage Co., 75 F. 2d 984, 985 
(2d Cir. 1935), cert. den. 296 U.S. 594 (1935), the court 
said: 


‘“‘Tf a state... classes the company as... an insurer, 
that too should be authoritative. [Citations.] ... 
When Congress excepted not all companies affected 
with a public interest, but specified kinds of such com- 
pany, presumably it intended the states to define the 
kinds. 

‘‘Thus, we have no occasion to decide whether the 
debtor at bar ought not to have been incorporated un- 
der the New York Insurance Law and regulated as 
such, whatever such a statement could mean.... The 
state has chosen to regard it so, and that is all we 
may ask...” 


582 U.S. App. D.C. at 172, 161 F. 2d at 889. 
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The application of the McCarran Act and the exemptive 
sections of the SEC Acts creates no risk that state or 
District insurance commissioners might bring anything 
they wish within the rubric of ‘‘insurance.’’ In United 
States v. Cambridge Loam & Building Co., 278 U.S. 55,. 59, 
(1928) the Court dealt with the argument that: 


“cc 


... & State cannot make a bank exempt merely: by 
calling it a building and loan association. No doubt 
extravagant cases might be imagined. But these asso- 
ciations are well known and a "State is not likely: to 
be party to a scheme to enable a private company to 
avoid federal taxation by giving it a false name. The 
statutes speak of ‘domestic’ associations, that is, assoc- 
ciations sanctioned by the several States. They must 
be taken to accept with the qualifications expressly 
stated, what the States are content to recognize, ao 
less there is a gross misuse of the name’’.® 


In precise context, the present case is of first apecaatal 
Many cases, however, have dealt with the reverse prob- 
lems arising under the Supremacy Clause of Article 7) of 
the federal Constitution, by which State law yields | to 
federal. 

In a situation where the federal law has supremacy, 
and Congress has subjected a business to comprehensive 
regulation, a state cannot require the business also to 
conform to dual state regulation having the same object 
as the federal law, irrespective of their compatibility. | 

The McCarran Act makes the states supreme in the 
insurance field. Hence, in reverse context: : 

In a situation where the state law has supremacy, and 
the state has subjected a business to comprehensive regu- 
lation, the SEC cannot require the business also to con- 

6 State v. Towle, 80 Me. 287, 14 Atl. 195 (1888) is in accord. SEC se 
it in italics (SEC B. 46 fn. 74) ; NASD ignores it. In the Towle case, the con- 
tract, of ‘‘Single Men’s Endowment Association,’’ prohibited the member 
from marriage for two years, and paid to his bride on his later marriage $1.00 
per each member paying the assessment. Both parties conceded that the 
contract was wlegal (14 Atl. 196). The Court correctly concluded that the 
insurance commissioner had no concern with it, and that a license would not 


validate it. The Towle case has no relevance save as further evidence of effec- 
tive state implementation of insurance regulation. 
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form to dual SEC regulation having the same object as 
the state law, irrespective of their compatibility. 

Of federal supremacy, Mr. Justice Holmes observed: 
‘*When Congress has taken the particular subject-matter 
in hand coincidence is as ineffective as opposition, and a 
state law is not to be declared a help because it attempts 
to go further than Congress has seen fit to go.’? Charles- 
ton and West Carolina Railway Co. v. Varnville Furniture 
Co., 237 U.S. 597 (1915). See also Schwarzer, Enforcing 
Federal Supremacy; Relief Against Federal and State 
Regulatory Conflicts, 43 Calif. Law Rev. 234, 239 (1955). 
McDermott v. Wisconsin, 228 U.S. 115 (1913), was based 
on this principle. 

Cloverleaf Butter Co. v. Patterson, 315 U.S. 148 (1942) 
sustained the contention that state regulation of butter 
was inherently inconsistent with Federal regulation of 
butter, though the standards under both were compatible. 
The Court said: 


‘*. .. Clashes [between federal and state regulatory 
authorities] may and should be minimized by mutual 
tolerance . . . Since there was federal regulation of 
the materials and composition of the manufactured 
article, there could not be similar state regulation of 
the same subject’’ (p. 169).’ 


See also Hill v. Florida, ex rel. Watson, 325 U.S. 538 
(1945) ; Hines v. Davidowitz, 312 U.S. 52 (1941). 

This language fits precisely. VALIC has complied with 
all requirements of the insurance laws of the District, 
West Virginia, Kentucky, and Arkansas, and has been 
authorized under those laws and subject to the continu- 
ing supervision of the jurisdiction to sell variable annuity 
policies. This Court is asked to hold that VALIC is not 
entitled to conduct its business unless it files with the 
SEC registration statements which would duplicate reports 

7In recent weeks, the Supreme Court, dealing with the power of the 
Interstate Commerce Commission in exceptional fact cases to deal with 
intrastate rates, reiterated that the justification for such action must clearly 


appear because of the inevitable irritations inherent in the conflict.’’ Chicago, 
Milwaukee, St. Paul ¢ Pacific RB. Co. v. Illinois, 78 S. Ct. 304 (1958). 
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already on file with the Insurance Superintendent, and 
subjects itself to the continuing supervision and i asta 
powers of SEC. 


. A multiplicity of tribunals and a es of 
AEE oes are quite as apt to produce incompatible 
or conflicting adjudications as are different rules of 
substantive law.’’ Garner v. Teamsters, Chauffeurs 
and Helpers Local Union, 346 U.S. 485, 491 (1953). 
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II 


VALIC IS NOT ENGAGED IN THE SALE OF “SECURITIES” 
WITHIN THE SECURITIES ACT OF 1933, 


VALIC is entitled to affirmance of a correct judgment, 
though errors of reasoning or of oversight may have 
occurred below. Helvering v. Lerner Stores Corp., 314 
U.S. 463 (1941); Langnes v. Green, 282 U.S. 531 (1931) ; 
Cochran v. M. & M. Transportation Co., 110 F. ad 519 
(1st Cir. 1940). 

This controversy concerns legal conclusions to be drawn 
from evidence which is largely undisputed and predomi- 
nantly documentary. Certain of the Trial Court’s legal 
conclusions are mistakenly called ‘‘Findings of Fact’’; 
examples include ‘‘Findings’’ 46, 47, 61, 70, 72, 73, 89, 
90, 92, 93 and 94. Such a mislabelling of conclusions of 
law confers on them no sanctity on appeal. Houck v. 
Hinds, 215 F. 2d 673 (10th Cir. 1954) ; Kantar v. Garchell, 
150 F. 2d 47 (8th Cir. 1945) ; State Farm Mut. Automobile 
Ins. Co. v. Brooks, 136 F. 2d 807 (8th Cir. 1943), cert. 
denied 320 U.S. 768 (1943). ! 


A. VALIC HAS NO “FUND” AND ITS ANNUITANTS HAVE NO 
“KLIQUOT SHARE” IN ANY “FUND” 

Count Three of the Complaint (R. 60) nitiempted to 
allege that VALIC was a depositor and underwriter: for 
a ‘‘fund.”? SEC abandoned this Count (SEC Trial Court 
B. 71; SEC B. 3, fn 3). Nevertheless, SEC/NASD refer 
in the ‘‘Statement of the Case’’ to some ‘‘fund’’ in which 
annuitants are supposed to purchase an interest (SEC 
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B. 4, 6, 7; NASD B. 17). Yet, SEC/NASD arguments 
do not rely on any ‘‘fund’’ claim, and this though the 
Trial Court’s opinion refers to a ‘‘trust fund,’’ (R. 85), 
a contention never pressed by SEC/NASD. Since the 
word ‘‘fund’’ also is commonly used in the insurance field, 
the tendency to confusion of terminology is understand- 
able. 

The reserves of VALIC are not a ‘‘fund,’’ since each 
reserve represents a liability determined by actuarial cal- 
culations (R. 549, 555). That such reserves are liabilities, 
not assets, (R. 564) is agreed upon by all insurance au- 
thorities (SEC/NASD expert, R. 117). When VALIC 
issues life insurance and annuity policies, it collects pre- 
miums. As premium receipts develop cash balances, 
VALIC makes investments (including the purchase of 
equities) for its own account. Such investments are 
VALIC’s assets, owned and held by it to meet its liabili- 
ties under outstanding policies (R. 549). 

The investment securities acquired by VALIC do not 
pass, by sale or exchange or otherwise, to any ‘‘fund,”’ 
to any annuitant or to anyone else. Neither does an 
annuitant or anyone else have an aliquot share in the 
investment securities. WALIC’s policyholders, like those 
of any insurance company, are general creditors who look 
to all the company’s assets for performance of its contrac- 
tual obligations. That is the sum of their ‘‘interest’’ in 
VALIO’s assets.’ 


8‘*A liability exists wherever a company is ‘liable’ (bound or obligated) 
to pay out assets now or in the future. Thus the policy reserves of a@ com- 
pany are not assets but liabilitics . . . Because the reserve creates a need for 
assets, it is common to refer to the reserve as ‘a fund.’ For the purposes 
of a non-technical discussion, the misnomer is of little consequence; in fact, 
it is often difficult and awkward to avoid such reference. However, the 
reserve ts not a ‘fund’ because it ts a liability, and a liability is an accounting 
measure of obligations.’’ (p. 556) Mehr & Osler, Modern Lsfe Insurance, 
553-556 (1956). See also Racloan, Life Insurance (17-18) (1957). 


9 All VALIC’s assets stand behind its obligations and guarantees (SEC 
expert, R. 282, 296). VALIC’s assets as of March 1, 1957, were nearly $640,000 
(P. Ex. 4, B. 648). This is over eight times the total annual premium payable 
on all annuity policies in force ($74,824.51, R. 540). 
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The blunt fact is that VALIC has no ‘‘trust fund” o 
any other kind of ‘‘fund.”’ 


B. VALIC’S ANNUITY POLICIES ARE NOT “SECURITIES” 
SUBJECT TO THE REGISTRATION REQUIREMENTS OF 
THE 1933 ACT 


1. The Fundamental Distinction Between Insurance 
and Securities 


SEC/NASD persistently disregard the Pandlacisital dis- 
tinction between ‘‘insurance’’ and ‘‘securities.”’ Though 
both involve collective activities, they are utterly differ- 
ent in (a) the risks involved and (b) the basis of realiza- 
tion (payments). 


(a) Risks 


A life insurance policy involves life contingencies. On 
annuities, the risk is individual hazard of longevity, the 
fortuitous event which cannot be certainly predicted as 


to any one individual. ‘‘The health of an annuitant affects 
the substance of an annuity contract as materially as the 
health of an assured affects the substance of a life insur- 
ance contract. .. . In either case, death determines the 
contract.’? Woodworth v. Prudentval Ins. Co., 171 Mise. 
585, 13 N.Y. Supp. 2d 145, 148-149 (Sup. Ct. 1939). In- 
surance operates through the law of large numbers, so 
that what is not predictable for any one insured becomes 
predictable for the whole. Premiums paid by insured A 
may be applied in whole or in part to pay benefits to 
insured B. 

A security does not involve any life sentingénes or 
offers protection against any mortality or longevity risk. 
It is a certificate or other interest which one purchases 
as his separate interest in some common enterprise. 
Whether a particular security holder lives or dies has no 
financial significance either to the organization issuing 
the security, or other security holders of his class. 
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Thus, an insurance annuity is a unit of a cooperative 
activity for shifting and distributing an insurable risk 
of life contingency, 1.€., longevity; a security never involves 
the shifting and distributing of insurable risks as between 
the separate owners. 


(b) Realization 


Every holder of a security receives the same payment 
as every other holder of the same class of security—and 
under exactly the same circumstances. His realization 
does not depend on any element peculiar to himself as an 
individual, since he is a participant in a common enter- 
prise. In life insurance annuities, the annuitant receives 
an amount which differs from that of other policyholders, 
reflecting age, sex, life contingency, and the time when 
premium payments began. His realization depends on 
what happens to him as an individual: how long he lives. 


This unique personal character of life insurance and 
annuities—on which alone realization under them is de- 
pendent—is, of course, a reason why life annuity con- 
tracts are not traded in as securities. There is no mar- 
ket for an annuity on the life of another (SEC/NASD 
expert, R. 392)—nothing faintly comparable to the non- 
individual, ‘‘common enterprise’? nature of a security 
which is bought, sold and passed among the public. Who 
has ever known a ‘‘security’’ where either the cost or the 
benefits turned on age, sex, and death? SEC/NASD’s 
security expert had never known such a contract (R. 306). 

In Jordan v. Group Health Ass’n, supra, this Court, 
dealing with a service organization, stated: 


‘‘TIt is unnecessary for us to attempt formulation 
of an all-inclusive or exclusive definition of insur- 
ance or of indemnity ... While... each has varied 
legal usages, they have common and primary elements 
which are controlling ... [There] must be a risk of 
loss to which one party may be subjected by con- 
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tingent or future events and an assumption of it by 
legally binding arrangement by another .. .’’*° 


The only insurable risk of any annuitant—longevity— 
is assumed and guaranteed by VALIO, which distributes 
it by actuarial means over the group. SEC/NASD’s ex- 
pert concedes this (R. 255); VALIC’s experts confirm 
it (R. 457, 468, 478, 489). SEC/NASD’s Briefs ignore it. 

This precisely is the distinction which controlled the 
decision in Helvering v. LeGierse, 312 U.S. 531 (1941) 
(cited SEC B. 32 and NASD B. 36, 37, 39 and 51) and 
Estate of Keller v. Commissioner, 312 U.S. 543 (1941) 
(cited NASD B. 39). Since SEC/NASD apparenily rely 
on these cases, we should examine them. 

In the late 1930’s, in an effort to exploit the exemption 
from estate taxes of funds received as life insurance, an 
arrangement was developed whereby an insurance com- 
pany for a lump sum simultaneously would issue to jany- 
one, whether or not insurable, (i) a policy of life insur- 
ance, and (ii) a life annuity contract. The payment for 
the two contracts was calculated so that the ostensible 
risks cancelled out. If the buyer lived long, annuity pay- 
ments were offset by the deferral of the payment of life 
insurance. Conversely, if he died early, the life insurance 
matured, but this loss was offset by forfeiture of the 
annuity. The LeGierse and Keller cases held, obviously, 
that the funds derived from such an arrangement were 
not received as ‘‘insurance’’ because all elements of ‘risk 
distribution and si:ifting had been eliminated. As stated 
in Helvering v. Tyler, 111 F. 2a 422, 426 (8 Cir. 1940), 
this was not insurance because the ‘‘company assumed 
no pecuniary risk in respect to the duration of Mr. Tyler’s 
life.’? The lower court in Commissioner v. Keller’s Estate, 
113 F. 2d 833 (3rd Cir. 1940) agreed because (p. 385) 
‘‘Mrs. Keller’s death, no matter when it occurred, could 
never require the company to look to funds contributed 


10107 F. 2d at 245 
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by other policyholders in order to make the life insurance 
payment.’ 

In LeGierse and Keller the Supreme Court agreed. It 
pointed out (312 U.S. 540, 541-542) : 


‘*. , . insurance payable to specific beneficiaries is 
designed to shift to a group of individuals the risk 
of premature death . . . Indeed, the pith of the exemp- 
tion is particular protection of contracts and their 
proceeds intended to guard against just such risk. ... 

‘‘Considered together, the contracts wholly fail to 
spell out any element of insurance risk . . . [The] 
two policies, relating to the life of the one to whom 
they were originally issued, still counteracted each 
other ... In this combination the one neutralizes ... 
the other... 

‘Any risk that the prepayment would earn less 
than the amount paid ... as an annuity was an 
investment risk similar to the risk assumed by a bank; 
it was not an insurance risk ...’’. 


How SEC/NASD drew comfort from these eases is in- 
comprehensible. SEC/NASD rest their entire case upon 
the contention that there can be no insurance unless the 
company assumes an investment risk, a contention here 
flatly rejected by the Supreme Court. 

The basic distinction between ‘‘insurance’’ and ‘‘se- 
eurity’’ is seen, also, in the answer to a penetrating ques- 
tion: 

Suppose Grenville Clark, whose annuity contract is de- 
scribed on p. 4, lives to February 1, 1958, and receives 
his first annuity payment, approximately $4,000. How 
does he report this for federal income tax purposes? 

The answer is: as amounts received under an annuity 
contract. The portion deemed taxable will be determined 
in accordance with life expectancy tables set forth in 
Fed. Inc. Tax Reg. § 1.72-9. For Mr. Clark the ‘‘expected 
return multiple’? so prescribed is 10.1. That variable 
annuity payments are taxable as annuities was initially 
determined by federal tax authorities in a private letter 
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of September 9, 1951, and formally ruled in 1953: Rev. 
Rul. 185; 1953-2 Cum. Bull. 202. Current regulations spe- 
cifically recognize annuities in which ‘‘the amount of the 
periodic payments may vary in accordance with invest- 
ment experience’’ as annuities. Fed. Inc. Tax ia Bs 
tions § 1.72(b) (3). 

The life contingency aspect also appears in the com- 
pany’s reserves. No insurance company operates on the 
basis of segregated individual reserves applicable to each 
policy. The reserve as noted at p. 12, is an aggregate 
liability to the annuitant group. This reserve liability 
is not something to be set up at some indefinite point in 
the future: it begins to accumulate as soon as a VALIC 
annuity issues. 

Risk is shifted to and assumed by VALIC the sratlent 
that it issues an annuity contract (SEC/NASD expert, 
R. 221). The fact that each deferred annuity is an ‘‘op- 
tional annuity’’ (1933 Act, § 3(a)(8)), since the annuitant 
has the option to discontinue it, does not impair the risk 
incurred by the company on its mortality guarantee. 
VALIC has no option.2. The substance of this risk! is 
reflected in changing mortality tables shown on p. 19, 
supra. It is this risk which the actuaries must evaluate 
and the insurance authorities must review in order that 
the insurer’s group reserves may always aasquately | re- 
flect its liability. 


2. The Definition of “Security” in the 1983 Act Does Not 
Inc!ude Variable Annuities 


The utter inability of SEC/NASD to sustain their 
strained attempt to force variable annuities into the mold 
of ‘‘security’’ has been recognized by SEC/NASD them- 


1 VALIC’s binding obligation, therefore, is quite unlike the ecccectibncest 
of the insurance company (referred to SEC B. 30) which purports to provide 
stockholders of Advisers Fund, Inc. an opportunity at some future date to 
obtain a fixed-dollar annuity, but “. .. reserves the right to withdraw the 
offer or modify the rates or other terms of the commitment with respect only 
to the proceeds from liquidation of shares acquired subsequent to due written 
notice sent to the affected stockholders ...’’ (P. Ex, 48, R. 808) 
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selves. Count One of the Complaint, on which the remain- 
ing Counts also rest, is based entirely on their misconcep- 
tion that variable annuities are interests or shares in a 
common enterprise. Paragraph 4 of Count One, which 
is the only Count purporting to allege that VALIC issues 
‘securities’? {adopted by reference also in Count Two) 
contains three subparagraphs. The third, subparagraph 
ce, contains six clauses. Every subparagraph and every 
clause is expressly based on SEC’s contention that VALIC 
involves a common enterprise. Count One contains the 
term ‘‘common enterprise’’ no less than eleven times (R. 
4, 5). 

No finding of fact mentions ‘‘common enterprise,’’ nor 
does it occur in the Court’s Opinion. SEC/NASD ignore 
‘‘common enterprise’’ in their Statements of Questions 
Presented and in their Statement of the Case. In the 
two briefs, the term is mentioned only once (outside of 
short quotations from the Howey case, infra) (NASD B. 
52). This is not surprising. Apparently SEC/NASD 
have belatedly realized that variable annuities do not in- 
volve a ‘‘common enterprise.’’ In variable annuities, the 
interest of each annuitant is inherently adverse to those 
of all other annuitants. The group pays and the annui- 
tant prospers when he lives beyond his life expectancy; 
while the group gains and the annuitant loses when he 
dies early (R. 467). Variable annuities, like other insur- 
ance contracts, are the very antithesis of a common enter- 
prise. 


(a) VALIC’s annuities are not 
“investment contracts” 


SEC/NASD rely heavily on SEC v. W. J. Howey Co., 
328 U.S. 293 (1946) and SEC v. C. M. Joiner Leasing Corp., 
320 U.S. 344 (1943) to sustain their contentions. In the 
Howey case, the Supreme Court said (p. 298-299) : 


‘¢ . . an investment contract for the purposes of the 
Securities Act means a contract, transaction, or scheme 
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whereby a person invests his money in a common 


enterprise and is led to expect profits solely from 
the efforts of the promoter or a third party . 


| 
and also (p. 301): ! 
‘‘The test is whether the scheme involves an invest- 


ment of money in a common enterprise with profits 
to come solely from the efforts of others.” 


The Howey case, wherein the public was offered units 
in a citrus grove development coupled with a contract 
for cultivating and marketing the crop and remitting the 
net proceeds to the investors, and the quite similar plan 
in the Joiner case offering assignments of oil leases, were 
eases of clear common enterprises, and involved no ele- 
ment of life expectancy. 

The words “investment contract’’ within the eonlex', of 
securities regulation are not correctly descriptive of any 
annuity contract, whether the promised payments be fixed, 
minimum plus participation, or variable. What makes a 
particular agreement an annuity is the fact that the whole 
agreement is based on shifting the risks incident to ited con- 
tingency of life. 

There was no such insurance element in either the Hot owey 
or the Joiner case. If the purchaser of an “investment 
contract,’ such as the agreement involved in the Howey 
ease, died, the investment contract passed to his heirs as 
part of his estate. But in the case of a life annuity issued 
by VALIC, the death of the annuitant terminates the lia- 
bility of the insurer, and there is nothing to be included 
in his estate other than proceeds of life insurance, and, if 
he dies before annuity payments begin, the cash surrender 
value of his annuity. Life expectancy of the annuitant and 
his death constitute the vital elements of VALIC’s con- 
tracts. 

Moreover, the motivation of the purchasers of the con- 
tracts in the Howey and the Joiner cases was solely a 
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desire for profits from the efforts of the promoters.? There 
was no suggestion of a purpose to enter into an insurance 
arrangement such as moves those who buy a life annuity 
contract for their retirement income. 

The Supreme Court was careful in the Howey case to 
point to the statutory purpose of the Securities Act as 
relating to the ‘‘types of instruments that in our commer- 
cial world fall within the ordinary concept of a security’’ 
(quoted by the Court from H. Rep. No. 85, 73d Cong., 1st 
Sess., P.11). In the Jozer case the Court had said at page 
352: 


‘“The test rather is what character the instrument is 
given in commerce by the terms of the offer, the plan 
of distribution, and the economic inducements held out 
to the prospect. pe 


Reference to the origin of VALIC, the content of its 
printed sales material, and above all the testimony of its 
policyholders produced as witnesses by SEC/NASD leaves 
no doubt that this test does not bring VALIC’s life annuity 
contracts within the commercial world’s concept of a 
security. 


(b) VALIC’s annuities are not 
“certificates of interest ...in... 
profit sharing arrangement” 


These words encompass many forms of arrangements. 
Diverse in form, all such transactions have one common 
factor: The motivation for purchase is the individual’s 
expectation of profit. 

The variable annuity differs fundamentally in its appeal. 
This is obvious on consideration from any viewpoint. As 
a matter of common sense, each annuitant knows when he 
buys a policy that the amount of his annuity will depend 

2In the Howey case the Supreme Court referred at page 300 to the in- 
vestors’ ‘‘paramount aim of a return of their investments’’ and said: ‘‘Such 
persons have no desire to occupy the land or to develop it themselves; they 


are attracted solely by the prospects of a return on t ir investment. . . 
The resulting transfer of rights in land is purely incidental.’’ 
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on the length of his life, and that he cannot have any rea- 
soned basis for expecting a “profit.”’ As stated in the 
Journal of the American Society of Chartered Life Under- 
writers, Winter 1955, p. 54: ! 


‘*. . . it should be recognized that the basic purpose 
of a variable annuity contract is to provide a means 
of carrying out a permanent long-term retirement; pro- 
gram.”’ 


SEC/NASD give no record reference (because none 
exists) to support their bald assertion that VALIC’s policy- 
holders bought or looked to the policy as a profit making 
venture.’ | 

The reasons for buying an annuity differ basically from 
those for buying a security.‘ In applying for a variable 
annuity, the motive is two-fold. Primarily the purchaser 
wants to insure an income guaranteed to continue for as 
long as he may live. Subordinately, he seeks an annuity 


3Income and estate taxes make completely unrealistic any argument that 
a variable annuity can be used as a ‘‘speculation.’’ We note two illustrative 
facts: 

Should an annuitant elect to take the cash surrender value of his policy 
during or at the end of the premium payment period, any resulting excess 
of receipt over cost would be taxed as ordinary income, not capital gains. 
I.R.C. § 72 (e); U.S. Treas. Reg. § 1-72-11 (1956). 

Should an annuitant die, any excess of the cash value of his policy: over 
premiums paid, realized at death, will be taxed both as ordinary income and 
as a part of his estate. Any survivor annuity is included in the gross estate 
at replacement cost including ‘‘loading.’’ I.R.C. §2039 (a); U.S. Treas. 
Reg. 105, § 81.10 (i)(1). Proceeds payable to a beneficiary, or to the 
estate are included in the gross estate. I.R.C. §2039(a). But, the survivor, 
beneficiary, or estate does not receive a stepped up basis for later taxation 
(I.B.C. §1014(b) (9) (A)). ; ; ; 

The ‘‘speculator’’ looks for capital gains. With the annuity, he cannot 
obtain them. This was fully demonstrated in ‘‘Tax Loophole That Wasn’t 
There,’’ Life Insurance Courant, September 1956 p. 33, October 1956 p. 35, 
prepared by the law firm of which one of VALIC’s counsel is 2 member. 


4 Cf. Shanks, Duns Review and Modern Industry, supra: 

An individual’s annuity plan may very well be in force for 40 or 50 years or 
longer. The accumulation period up to age 65 may last for 40 or 45 years 
and the actual period of retirement may be 20 or 30 years. Long-term trends 
are the ones that count in thinking about retirement plans. The fact that 
some guess that there won’t be much more inflation in the next year or; few 
years doesn’t really have much bearing. Also, in thinking of a long-term 
variable annuity plan the day-to-day or month-to-month performance of the 
stock market isn’t the test. The real test is whether we believe in the long- 
term future of our great productive enterprises. 
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on which payments will tend to equalize with the changing 
purchasing power of the dollar. 

To this end, the buyer of the variable annuity assumes 
two risks, one identical with, the other the converse of, 
risks assumed by anyone purchasing a fixed-dollar annuity: 


(1) He assumes the risk that due to brevity of his life, his 
total annuity payments may return only a small proportion 
of his aggregate premium payments. So of all annuity 
policies. 


(2) He assumes the risk that in periods of declining in- 
vestment results his annuity payments may be smaller 
than in periods of rising business activity. This tends to 
be the reciprocal of the risk of the fixed-dollar annuitant’s 
loss of purchasing power when prices are high and gain of 
purchasing power when they are low (R. 431-432). 

Clearly, these are not characteristic motivations or re- 
sults where one purchases a “security’’ in the form of a 
‘“certificate of interest or participation in any profit shar- 
ing agreement.”’ 


(c) VALIC’s annuities are not 
“evidence of indebtedness” 


While in every insurance contract issued by any com- 
pany, the policyholder has a general claim against the 
assets of the company for any loss which occurs during 
the period the policy is in force, and hence is a creditor, 
the fact that the amount ultimately to be paid on any 
annuity is aleatory and contingent on the length of life 
rebuts any contention that it can be regarded as any kind 
of “evidence of indebtedness’’ within the definition of 
‘‘security.”? This accords with the underlying analyses 
which led this court, in Watson v. Massachusetts Mutual 
Life Ins. Co., 78 U.S. App. D.C. 248, 140 F. 2d 673 (1943)° 
at 677 (1943), to say: ‘‘An insurance contract is not a fixed 
obligation to pay money at a future date. It is a contract 


5 Cert. denied, 322 U.S. 746. 
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to give continuous insurance protection for the ee 
covered by the premiums.”’ 

In Haberman v. Equitable Life Assurance Soc’ 4,2 224 
F. 2d 401, 225 F. 2d 837 (5th Cir. 1955), cert. denied 350 
U.S. 948 (1956), the Court expressly held that an annuity 
is not a security under a statute defining “security’’ in j 
terms identical to those of the 1933 Act, yet SEES) the 
explicit exemption found in §3(a)(8). 

The Court rightly recognized as decisive the life | con- 
tingency aspect of the life annuity (225 F. 2d at 406): 


‘<... even assuming that an annuity is an evidence 
of indebtedness—a questionable assumption in view 
of the aleatory and contingent nature of the amount 
ultimately to be paid—it is not of the same sort as a 
note, bond, debenture, or mortgage certificate. ee 
it Js not comprehended by these general words.°® 

... Certainly annuities issued ‘be y regulated insur- 
ance companies are not at all similar to the securities 
specifically enumerated in the statute. In fact, we 
would not regard ‘investment contract’ as a current 
description of an annuity. While annuities are some- 
times called investments, that is not an apt character- 
ization... [What] makes it essentially an annuity 
is that it is a form of risk-sharing. . .in an annuity, the 
risk is that the annuitant may live long, outliving his 
means for his own support. To the extent that insur- 
ance or annuities are risk-sharing, they are certainly 
not investments. It is true that investments or other 
objectives can be combined in such plans, but they are 
not of their essence. Besides, we perceive a striking 
difference between the instruments specifically included 
... and insurance and annuity policies of regulated 
companies . the latter are governed by a special 
statutory scheme, and reserves are required by law ito 
be maintained for them. Thus we think the general 


6A striking distortion of the Haberman case is found in SEC, B. 41. The 
contingency which makes any life annuity, fixed or variable, ‘‘aleatory’’ is 
the uncertainty of life. SEC asserts that because the contract is aleatory 
and contingent, the mortality tables are not used to compute ‘‘any absolute 
right to a sum of money.’ This is either misunderstanding or misrepresén- 
tation: mortality tables are essential to compute the aleatory and contingent 
rights of policyholders, which are ‘‘absolute’’ so long as the annuitant 


survives. 
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words ‘investment contract’ cannot be reasonably in- 
terpreted as including something so dissimilar to the 
specifically named instruments, as the annuity in this 
ease. Whether they might include an annuity issued 
by one not a regulated insurance company, we need 
not decide.’’ 


Accord: Rann v. New York Life Ins. Co., 89 F. 2d 824 (7th 
Cir. 1937), cert. denied, 302 U.S. 753 (1937) ; Bates v. Equi- 
table Life Assur. Soc., 206 Minn. 482, 288 N.W. 834 (1939) ; 
Hamilton v. Penn Mut. Infe Ins. Co., 196 Miss. 345, 17 So. 
2d 278 (1944). 

No court has ever held to be a ‘‘security’’ a policy issued 
by an insurance company operating under the supervision 
of state insurance authorities, which contract, approved by 
such insurance authorities, provided for benefits calculated 
on actuarial principles and dependent as to amount and 
duration directly on the contingency of life. As a matter 
of common sense, a single premium immediate annuity 
can not be viewed as a ‘‘security’’ when the death of the 
annuitant one minute after its issuance will terminate the 
insurer’s liability, and survival to an advanced age will 
return to the insured payments far in excess of his pre- 
mium.’ 

Society is not constructed in such a manner that every 
individual desiring to plan for retirement can pay thou- 
sands of dollars for single premium immediate annuities. 
Because, in the interest of long range retirement programs, 
the Insurance Superintendent approves and VALIC sells 
deferred annuity policies with refund, loan, and similar 
features adapted by insurance companies to meet the needs 
of the insured, it does not alter the nature of the agreement. 

The fact that the courts have upheld SEC’s supervision 
of investments in many different kinds of common enter- 
prises, such as investments relating to rabbits, muskrats, 
silver foxes, fishing boats, tung trees, pecan orchards, 
" 7SEC apparently concedes this, since it confines its question to whether 


companies issuing deferred variable annuity polictes are required to register 
such contracts (SEC B. 1). 
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oysters and whiskey bottling (SEC B. 23) has no rele- 
vance to a life annuity eiich does not involve a common 
enterprise. | 


(d) VALIC’s annuities are not an 
“interest or instrument commonly 
known as a ‘security’ ” 


The short answer to any contention that the variable 
annuity policy is within the meaning of the words ‘‘any 
interest or instrument commonly known as a ‘security,’ ”’ 
as used in the 1933 Act, is a passage from the Hahermas 
case, 224 F. 2d at 406: 


‘“As for the words ‘ any other instrument commonly 
known as a security,’ we do not recall a single: in- 
stance in which we have heard an annuity called a 
security either by the learned or the vulgar.”’ , 


SEC states (SEC B. 15-16): ‘‘We believe that nothing 
in any of the federal or state statutes delegates to the state 
insurance administrator the right to determine whether a 
given contract is subject to the Federal Securities Act; or 
whether it is exempt from that statute. Rather, the Secu- 
rities and Exchange Commission is charged with the 
imtial responsibility for determining whether registration 
of a given contract is required.” | 

This misstates the issue. A state insurance commis- 
sioner obviously does not purport to determine whether a 
given contract is subject to or exempt from the Federal 
Securities Act. In his daily duties, however, he has to de- 
cide, with the advice of the State’s legal authorities (here 
the Corporation Counsel) whether certain corporate or- 
ganizational papers which come before him are those 
of an insurance company which complies with the State/ 
District laws. Also as a part of his daily duties, he has 'to 
decide whether certain contracts submitted to him con- 
stitute insurance or annuity contracts which are subject 
to his regulation. Both of these decisions the District 
Superintendent has made in this case with the advice of 
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the District Corporation Counsel: that VALIC’s organiza- 
tional papers are those of an insurance company and that 
the VALIC contracts are life insurance annuities. 

The competent, technically expert State/District insur- 
ance official, whose jurisdiction was so carefully preserved 
by the McCarran Act, can hardly be expected to wait for 
the SEC to take some kind of so-called ‘‘initial responsi- 
bility’’ before any insurance company is permitted to be 
organized or any insurance contract is approved in any 
of the 48 states or the District. 

If any source of administrative interpretation is ‘‘en- 
titled to great weight” (SEC B. 24), then the 1933 Act, the 
1940 Act, and the McCarran Act make clear the Congres- 
sional intent that the administrative interpretation of 
District insurance laws by the Corporation Counsel and 
the Insurance Superintendent should in this case be con- 
trolling. 


3. Fallacious Distinction: the “Fixed Dollar” Fetish 


The SEC/NASD assault on VALIC puts major reliance 
on the contention that the essential and indispensable char- 
acteristic of any ‘‘insurance’’ life annuity must be a pro- 
vision for frozen fixed-dollar payments. From this (falla- 
cious) major premise SEC/NASD leap to the conspicuous 
non sequitur that a contract providing for the liquida- 
tion of the company’s liability over the uncertain period 
of the contract holder’s life—long or short—through pe- 
riodic payments precisely determined by contract terms, 
is a ‘‘security.”’ 

SEC/NASD overlook the fact that this court has said: 


‘‘An insurance contract is not a fixed obligation to 
pay money at a future date. It is a contract to give 
continuous insurance protection for the period cov- 
ered by the premiums. In the case of a short term 
policy the chances are that the liability to pay money 
will never arise while the policy is in force. Even 
a life policy is not a fixed obligation to pay at some 
future date which is undetermined. It is series of 





>) 
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contingent obligations to pay if death occurs dushie 
the year covered by each successive premium.’’ 
Watson v. Massachusetts Mutual Life Ins. Co., aparae 


The Securities Act of 1933 does not require frozen, fixed 
dollar payments. It exempts ‘‘any ... annuity contract . 
assued by a corporation subject to the supervision of the 
imsurance commissioner ...’’ (1933 Act, §3(a) (8), 15 
U.S.C.A. § 77c¢). 

The District Insurance Code makes no such manera 
There is no contention here that VALIC’s policies are 
unlawful under the District insurance statutes. : 

The insurance authorities of the District, West Virginia, 
Kentucky and Arkansas make no such requirement. Ad- 
ministering the insurance statutes subject to their respec- 
tive jurisdictions, each has approved VALIC’s policies and 
authorized their sale as insurance contracts. : 

The Federal Government’s Treasury Department thakes 
no such requirement. We have seen above the consistent 
recognition of receipts from variable annuities as income 
taxable as an annuity, now incorporated in the compre- 
hensive regulations anented under the 1954 Tax Code; Fed. 
Ine. Tax. Regulations $1.72(b) (3). 

The argument that fixed payments are essential tio the 
insurance concept was rejected in ‘‘In re Supreme or Cos- 
mopolitan Council of Brotherhood of Commonwealth, 193 
Mise. 996, 86 N.Y.S. 2d 127 (Sup. Ct. 1949). There: each 
member of a fraternal society made annual payments, 
which were invested by the society in income-producing 
property. Earnings realized, after expenses, were’ dis- 
tributed to the members as ‘‘dividends.”? On a member’s 
death, withdrawal, or lapse, his ‘‘account’’ was prorated 
among the remaining members of his “‘birth year class.’’ 
The payments being contingent on the continuance of life, 
the Court held the transaction to constitute insurance an- 
nuities. The Court held that the fact that the periodic pay- 
ments were not fixed, but variable, did not change the an- 


$140 F. 2d at 677. 
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nuity feature, stating that ‘‘annuity’’ does not necessarily 
mean only ‘‘fixed sums payable on specified dates.’’ 86 
N.Y.S. 2d at 130. See also 1947 Report of N.Y. Atty. 
General 214. 

Whether the promised payments vary or remain constant, 
identical considerations underlie the agreement between 
the annuitant and the insurance company and its admini- 
stration through the company (R. 469-470, 485-489). The 
benefits are ‘‘based upon the experience furnished by 
authentic mortality tables used by insurance companies.’’ 
Bates, supra, 288 N.W. at 835. 

As Louis W. Dawson, President of the Mutual Life In- 
surance Company of New York recently stated: 


‘‘There is nothing in the meaning of the word ‘an- 
nuity’ that requires the payment of a fixed number of 
dollars. It means fixed payments for life, based on 
a mortality table, in amounts calculated to disburse 
income and exhaust the principal.... Payments can 
be fixed amounts or a percentage of the fund. Pay- 
ments can be made in variable amounts. Payments 
don’t even have to be made in dollars.’’ Finance, Dee. 
15, 1955, p. 68. 


SEC/NASD rely on cases involving wills, trusts and 
taxes. These decisions invariably are concerned with the 
transaction from the standpoint of the recipient, whether 
he be annuitant, beneficiary, or legatee. None of them 
started from the point involved here, the performance of 
the insurance function by the institution which makes the 
payment. The basic issues were of this sort: When does 
the legacy or interest thereon commence? Shall the corpus 
be invaded? Is the residue to be charged? They have 
no relevance to the present controversy. In most, if not 
all, of the eases which parrot one of the well-worn defini- 
tions, relied on by SEC/NASD, the decision would have 
been the same on either fixed or variable payments. 

A testator recently bequeathed ‘‘a variable annuity”’ 
which ‘‘vested in the beneficiary .. . the right to receive 





. 2 
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such annuity to be calculated by the trustees in accordance 
with ... the procedure laid down...’’ Re Rogers, 4 D.L.R. 
422, 428-429, 431-433 (1955). The High Court of Justice of 
Ontario, having no difficulty with the term sustained the 
variable annuity, expressly calling it such, and saying; 


oe . It is quite clear that the testator was substi- 


tuting, for the fixed annuity, a variable annuity which 
is weighted to ... Rogers’ advantage in case the cost 
of living rises, and which is liable to be reduced’? i in 
another contingency. 


| 

SEC/NASD rely primarily on two cases. Neither was 
an attempt to enforce a ‘‘securities” law. Each determined 
whether a particular contract was permissible under; the 
insurance laws of the state involved. Each upheld: the 
local insurance commissioner. VALIC agrees, as the Tirial 
Court held, that the District/State insurance statutes are 
the appropriate standards against which to test any « con- 
tract proposed by an insurance company. 

In Coastal States Life Ins. Co. v. Kelly, [Insurance] — 
missioner, Court of Common Pleas, Richland County, So. 
Car., 1955, unreported (not cited by NASD), Coastal, a 
Georgia company, offered in South Carolina a policy not 
clearly described in the opinion, which included provisiéne 
labelled ‘‘Estate Builder Contract.’ 

These provided ‘‘interim endowments” of $100 a year for 
18 years (the first a double amount, $200, after 2 years). 
The sole issue was the applicability to such provisions of 
So. Car. Code (1952) § 37-145, prohibiting an insurance 
company from issuing any contract offering an ‘‘induce- 
ment to the taking of insurance.’’ The Insurance Super- 
intendent of South Carolina prohibited issuance of ‘the 
policy on the ground that the estate provision constituted 
such an ‘“‘inducement’’ and the Court sustained him. 

Spellacy, Insurance Commissioner v. The American Life 
Insurance Association, 144 Conn. 346, 131 A. 2d 834 (1957), 
upheld the Connecticut Insurance Commissioner in ruling 
that a variable endowment contract could not be issued 
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under Connecticut law governing fraternal benefit socie- 
ties. The Spellacy case contains language which, torn from 
context, is quoted in NASD B. 48. As stated by this Court 
in Jordan v. Group Health Association, supra, the word 
‘‘msurance’’: 
‘‘is used in a great variety of situations and with 
meanings which vary according to that in hand. Gen- 
eral definitions torn from the context of specific facts 


and legal issues do not help greatly, often merely 
confuse.”’ 


The Spellacy contract contained an ‘‘option’’ purportedly 
exercisable by the member after 10 years, or the beneficiary 
upon the member’s death, under which ‘‘the Association 
agrees to grant, in exchange ... a variable annuity cer- 
tificate’’ for a type of annuity which it mzght be issuing at 
the time of election. The contract contained no hint as to 
the basis on which the Society might issue a variable an- 
nuity or on which annuity payments would be caleulated.® 
Given the benefit of every doubt, the ‘‘Option’’ was an 
illusory, ineffective agreement to agree. . 

The lower Connecticut court reserved for the Supreme 
Court seven questions. None referred to the variable 
annuity ‘‘option.’’ Only one referred to the Securities Law 
of Connecticut (under which the definition of a ‘‘security”’ 
is substantially the same as in the Federal Securities Act), 
and the Court did not answer whether the Spellacy contract 
might come within it. 

The Connecticut Court, in its dictum mentioning the so- 
called variable annuity option, apparently relied on three 
eases. None had any pertinence to the issues. Accord- 
ingly, none of the cases relied on in the Spellacy case give 
any support to the contention that a provision for fixed- 
dollar payments is necessary to an annuity. 


® The contract provided: ‘‘The Variable Annuity Certificate to be issued 
under this option wtll be governed in every respect by the terms, conditions, 
privileges, and provisions which will be contained in the certtficate.’’ (Record 
on Appeal, Connecticut Supreme Court.) 











» 
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With respect to Coastal States and Spellacy: 


(a) There was not the slightest factual similarity to 
VALIC’s officially approved policies; (b) both cases illus- 
trate the effectiveness of state insurance regulation; and 
(c) neither gives any support to a theory that BEC /p Seep 
should supersede State insurance authorities. 


i 
| 
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4. Fallacious Distinctions: the Media of Company Investments 


SEC/NASD apparently take as another major premise 
the contention that because District of Columbia law al- 
lows a life insurance company to invest in common stocks, 
and because VALIC expects to make its major investments 
in equities, and because VALIC will adjust net premiums 
paid for annuity benefits as well as the annuity payments 
to reflect net investment results, therefore, the life toned 
contracts become ‘‘securities.”’ 

Several of the country’s largest and best known insur- 
ance companies have for nearly eight years been issuing 
I.P.G. policies (see Page 27, supra) providing benefits 
which directly reflect investment results. Yet no claim 
has been made by SEC/NASD or anyone else that these are 
‘‘securities.’” While such companies have been investing 
primarily in bonds, the type of investment selected from 
those legal for life insurance companies is not the deter- 
minative factor. 

Every insurance function could be performed without 
making any investment. Assessment companies, frater- 
nals, and similar groups frequently do so. Benefits would 
then be based solely on the mortality and the expense | ele- 
ments. This, however, would be as unrealistic as having 
banks hold uninvested their cash deposits. : 

The investment media chosen by an insurance company 
from those authorized by state insurance laws have never 
yet been held the criteria for subjecting an insurance com- 
pany or its contracts to any regulatory body other than in- 
surance authorities. That state insurance laws permit, 
and an insurer makes, investments in common stocks can 
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not convert the policies of such company into ‘‘securities’’ 
to be registered with SEC. 

There is no statutory prohibition in any state which ex- 
plicitly bars a life insurance company from investing in 
common stocks, though in some states they are not ex- 
plicitly included in legal investments. Over two-thirds of 
the states have statutes specifically authorizing life insur- 
ance investments in common stock, and in 1955 United 
States life insurance companies owned over $3.6 billion of 
common stocks. Subject to the supervision of the respec- 
tive state insurance authorities, life insurance companies 
incorporated in at least seven states and the District of 
Columbia may invest all their assets in common stocks 
meeting prescribed statutory standards.” 

SEC/NASD apparently urge that if investments are 
solely in high grade bonds, there is some magi¢ assurance 
that the insurance company’s assets will always perform 
well. Admittedly common stocks of companies which are 
legal life insurance investments under District law will 
fluctuate in value: that is why a variable annuity reflect- 
ing investment results on a company’s assets largely in- 
vested in equities will tend to adjust for the cost of living. 
But NASD forgot that in 1935-6, when United States life 
insurance companies owned some $2.75 billion of railroad 
bonds (1956—Lire Insurance Facr Boos, Ct. Ex. 1, p. 69), 
a very high percentage of the railroad mileage of this na- 
tion was in reorganization. A sample of bond value varia- 
tion will highlight this: Southern Railway Dev. & Gen’l Mtg. 
Series A 614% due 1956 bonds were rated in 1930 “AA.” 
Their value performance thereafter was: 1931 high, 118; 
1932 low, 18; 1934 high, 98; 1935 low, 35; 1936—7 high, 110; 
1938 low, 28; 1939 high 84. 
ao fiieneiey Arkansas, Connecticut, District of Columbia, Georgia, Louisiana, 
New Hampshire, and New Jersey, The District standards for common stock 
investments L.I.A. §35-535 are that the corporation shall be solvent, of 
domestic or Canadian origin, with 5 consecutive years of dividends, and with 
any bonds or preferred stocks also eligible for insurance company invest- 


ments under the law. The total invested in common stock of one corporation 
shall not exceed 1% of admitted assets (F.F. 39, R. 106-107). 


1 Moodys Manual of Investments, Railroad Securities, 1940. 
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If a relationship between benefits to policyholders and 
the investment experience on the insurance company as- 
sets changes an annuity into a “‘security’’ then so called 
fixed-dollar annuities issued by mutual life insurance com- 
panies and participating fixed-dollar policies issued by 
stock companies become securities. Moreover, the New 
York insurance law requires that a stock company issuing 
participating and non-participating contracts must allo- 
cate to participating annuities delivered in New York a 
variable amount of profits, depending upon agecite items 
of gain, expense or loss attributable to such . . . contracts 
and an equitable proportion of the general gains or out- 
lays of the company.’’? 


i 
i 
' 


It 


THE ANNUITY POLICIES OF VALIC ARE EXEMPT FROM 
REGISTRATION UNDER THE SECURITIES ACT OF 1933 


The Securities Act of 1933 exempts from the registra- 
tion requirements thereof: | 


‘*(8) Any insurance or endowment policy or annuity 
contract or optional annuity contract, issued by a 
corporation subject to the eg age of the insur- 
ance commissioner ... of ... the District of Colum- 
bias” 


Two elements, stated in reverse order, establish this ex- 
emption: 


(a) That VALIC is ‘‘subject to the supervision of the”? 
Insurance Superintendent. SEC/NASD do not contest 


2 New York Insurance Law §216(6) requires: 


‘*(b) An agreement by such company .. . to the effect that, 
no profits on participating policies and contracts in excess of the ‘larger 
of (a) ten per cent of such profits, or (b) fifty cents per year per 
thousand dollars of participating life insurance other than group’ term 
insurance in force at the end of the year, shall inure to the benefit of the 
stockholders; and that the profits on its participating policies and 
annuity contracts shall be ascertained by allocating to such policies and 
annuity contracts specific items of gain, expense or loss attributable 
to such policies and contracts and an equitable proportion of the 
general gains or outlays of the company. 
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this. It requires no further discussion (F.F. 5, 6, 8, 9, 
15, R. 95-98). 


(b) That the policy is an insurance contract. SEC/ 
NASD are forced by §3(a)(8) to argue that VALIC 
variable annuity policies are not insurance contracts. 
They make no such contention with respect to 5,000,000 
annuity policies (individual, group, and supplementary 
agreement) involving annual payments in the neighbor- 
hood of $2,000,000,000 now in force with other life insur- 
ance companies.’ Moreover, not one scintilla of evidence 
or any shadow of argument has been offered to suggest 
that VALIC’s policies are not, in fact and law, in strict 
compliance with the Life Insurance Act. Yet such neces- 
sarily must be their contention, for otherwise they must 
yield to the McCarran Act. 


The 1933 Act must be applied to effectuate Congress’ 
intent in enacting it. The object was to regulate an 
otherwise inadequately supervised field, viz., the sale of 
securities in interstate and foreign commerce. The stat- 
ute and its legislative history negate any intent to super- 
impose duplicating federal regulation, or to substitute 
superseding federal regulation, on insurance. 

The House Report stated that Section 3(a)(8) was in- 
serted in the Bill to make clear: 


‘<. . . what is already implied in the Act, namely, 
that insurance policies are not to be regarded as 
securities subject to the provisions of the act. The 
insurance policy and like contracts are not regarded 
in the commercial world as securities offered to the 
public for investment purposes. The entire tenor of 
the act would lead, even without this specific exemp- 
tion, to the exclusion of insurance policies from the 
provisions of the act, but the specific exemption is 
included to make misinterpretation impossible.’’ (H.R. 


31956 Life Insurance Fact Book (Ct. Ex. 1) 30. 


‘i 
+ 
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i Rep. No. 85, 73rd Cong., 1st Sess. 15 (1933), Emphasis 
added. )* 































Congress meticulously defined terms used in the 1933 
Act, but not the terms used in this exemption. The sig- 
nificant test adopted was whether the contract was issued 
’ by a company supervised by the State (or District) insur- 
a ance authorities. It cannot be assumed that Congress in- 
: tended to foreclose progress by exempting only the then 
existing forms of insurance policies and annuity contracts. 
Very recently the government urged upon the Supreme 
Court that health insurance ‘‘should be limited to: the 
particular forms of insurance conventionally made avail- 
able.’’ The Supreme Court rejected this contention and 
stated: : 


There is no support in the legislative history 
“a the Government’s argument that Congress intended 
A to restrict the exemption provided . . . The term 
‘health insurance’ was not defined in ‘any of these 
acts or in any of the committee reports. . Under 
these circumstances we see no reason why ‘the term 
‘health insurance’ . . . should not be given its broad 
general meaning. 9 Haynes v. UW., 353 U.S. 82, 84 
(1957). | 


Congress knew that no policy could be written without 
both approval and continuing supervision by state authori- 
ties. It recognized that ‘‘expertise’’ existed in the insur- 
ance departments. The ‘‘full disclosure’? requirements 
of the 1933 Act added nothing to the rigid state supervi- 
sion. Nothing indicates that Congress intended to launch 
the SEC on insurance regulation (H.R. Rep. 85, supra). 

The essential elements of a life annuity are: (a) peri- 
odic payments; (b) the making or continuance of all or 
~ 4 At the time of the quoted report, the House Bill did not contain the 
words ‘‘annuity contract,’’ other than by implication in the reference ‘‘and 
like contracts.’’ Simultaneously the Senate was considering S. 875 which 
specifically mentioned annuity contracts but did not refer to insurance. The 


resent language was inserted in conference. H.R. 152, 73rd one Ist 
Bess. (1933). 


eq 


76 


some payments dependent upon the continuance of human ‘ 
life, whether that be short or long; (c) the contract in- 
volving a sharing of risks of mortality among annuitant 
so that benefits payable to those who live long are pro- 
vided in part by a release of reserves for those who die 
early, thus exhausting the reserves and the yield on the 
reserves over the lifetime of the group; (d) the amount of * 
payments to different annuitants varying with the age and 
sex of the annuitant; and (e) the amount of each pay- 
ment being determined by the terms of the contract (R. 
458-459, 478). = 
VALIC’s policies meet each of these tests. ‘‘Life an- 
nuity’’ is the only phrase in the English language which 
describes a series of payments at regular intervals, ex- 
hausting principal and interest precisely over the uncer- 
tain span of life. The essence [of the principle] is such 
liquidation in harmony with probabilities of survival. As 
recently observed by the president of Mutual Life Insur- 
ance Company of New York: 


‘‘Probably the one thing the public understands 
best about an [insurance] ‘annuity’ is that the pay- 
ments under it are made from principal as well as 
from income. Hence, if the word ‘annuity’ were not 
used to describe a variable annuity, people might be 
misled into thinking that their principal remained in- 
tact.’? Louis W. Dawson, Finance, Dec. 15, 1955, p. 68. 


Indeed, the ‘‘basic function’’ of a life insurance annu- 
ity is ‘‘the systematic liquidation of the principal.’’ IJngle- 
heart v. Commissioner, 174 F. 2d 605, 606 (7th Cir. 1949). 

An important economic service rendered by life insur- 
ance is the liquidation of existing assets. ‘‘Other insti- 
tutions, like trust companies, may liquidate a fund mathe- 
matically at some assumed rate of interest. But life 
insurance alone can promise to do the liquidating on the 
basis of a definite income throughout the life of the an- 
nuitant, no matter how long death may be deferred.’’ 
Spahr, Economic Principles and Problems, Vol. I, 364 
(1936). 








V4 


IV 
» 
VALIC IS NOT AN “INVESTMENT COMPANY” UNDER 
THE INVESTMENT COMPANY ACT OF 1940 


" A. VALIC’S ANNUITIES V. CONTRACTS OF UNITED FUNDS, INC. 


In order for SEC to succeed in its claim of jurisdiction 
* under the Investment Company Act, then (1) VALIC’s 
variable annuity contracts must be ‘‘securities’? (VALIC 
cannot be an ‘‘investment company’’ unless it is an issuer 
of ‘‘securities’’ (Secs. 3(a) and 2(a)(21)), and (2) VALIC 
must not be an ‘‘insurance company (3(¢)(3) and 2(a) 
(17)).’? Realizing the difficulty on both points, SEC bases 
its primary argument (SEC B. 42) on ‘‘a striking similar- 
ity between the operation of appellees and that of United 
Funds, Inc.’’ a registered investment company. Such com- 
parison shows, not similarities, but fundamental contrasts: 


(i) VALIC operates under the omnipresent supervision 
of insurance authorities. United Funds does not. ! 

(ii) VALIC’s annuity contract is based on the life ex- 
pectancy of the annuitant. United Funds’ securities has 
no element of life expectancy (R. 350). 

(iii) VALIC’s annuity contract is one contract and pay- 
ments are made to the annuitant based upon his life ex- 
pectancy with the precise liquidation of principal and 
income during that period. This is the essence of the 
contract. The United Fund provides for installment pur- 
chases of mutual investment fund certificates, plus credit 
insurance issued by a life insurance company and pur- 
chased by the Fund, payable to the Fund in such amount 
as to complete the certificate holder’s contract if he dies 
before full payment (R. 350). The United Fund, of 

5In United Funds’ Plans with insurance, in the event of the death of the 
Planholder his estate is obligated to pay the remaining payments due under 
the plan. This obligation is paid by John Hancock Insurance Company to the 
Fund thus terminating the obligation of the Planholder’s estate (R. 342. 
Prospectus of United Funds, Inc. P. Ex. 15, R. 726, 735). 

Insurance under United Funds’ Plan, is group credit life insurance which 
is of recent origin and still not permitted in a few States. It is used exten- 


sively by personal loan companies (at the expense of the borrower) to assure 
payment of loan in event of borrower’s death. 
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course, cannot and does not offer the insurance service 
of liquidation over life. 


SEC makes a similar argument (SEC B. p. 30) as to 
Advisers Fund, Inc. It incorrectly asserts, citing the 
prospectus of that Fund (Pl. Ex. No. 48, R. 805-813), that 
‘‘similar plans [to VALIC’s annuity contracts] are sold 
today by investment companies.’’ Strangely enough, nine 
lines further, SEC blandly says, ‘‘No investment company, 
as yet, issues such a plan.’’ SEC significantly omits to 
mention the fact that Standard Life Insurance Company 
of America, a legal reserve life insurance company, offers 
to write for Advisers Fund shareholders an annuity; that 
provision for this annuity is pursuant to an agreement 
between the insurance company and Advisers Fund Man- 
agement Corporation, sponsor and underwriter for the 
Fund, whereby the insurance company agrees to keep open 
the offer of an annuity to the Fund’s stockholders; and 
that Standard Life reserves the right at will to withdraw 
or modify the offer with respect to any further purchases 
of Advisers Fund stock (R. 808). 

So much for SEC/NASD’s claim of similarities between 
VALIC annuities and mutual fund investment contracts. 

There is, of course, no dispute that VALIC, like any 
other insurance company, invests its assets and so becomes 
the owner of securities. But such investment, again like 
those of any insurance company, are but an incident to 
its primary business, for which it is incorporated, to sell 
life insurance and annuity contracts. The attempt to dis- 
tort this normal insurance operation into the statement 
that ‘‘it is undisputed that they are engaged primarily in 
the business of investing, reinvesting and trading in se- 
curities’? (SEC B. 16) is sheer effrontery. VALIC’s in- 
vestments do not make it an ‘‘investment company’’ any 
more than similar activities constitute a bank an ‘‘invest- 
ment company.”’ 

The definition of an ‘‘investment company’’ in the Act 
embraces both a ‘‘bank’’ and ‘‘insurance company.’’ Sec. 
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. 3(c) provides that, notwithstanding the provisions in 
clauses (a) and (b) as to engaging in the business of 
investing, ‘‘any bank or insurance company”’’ is not ‘‘an 
rs investment company within the meaning of this title.’’ 


B. LEGISLATIVE HISTORY SHOWS THAT THE 1940 ACT HAS 
‘ NOTHING TO DO WITH THE REGULATION OF INSURANCE 
COMPANIES | 
Nothing in the legislative history of the 1940 Act sug- 
gests that the Act was concerned with the regulation of 
insurance companies.® Quite the contrary. 
SEC says (SEC Br. 42) that the intention of Cimphons 
was to provide for the regulation of those companies which 
» provided ‘‘a medium for public investment in common 
4 stocks and other securities’’ (quoting from Senate Report 
1775). But SEC omits to state that the Senate Report was 
expressly referring to ‘‘investment trusts and investment 
companies. ”’ 
Forthrightness might have led SEC also to make full 
disclosure of the more pertinent statement in Report 1775 
- under ‘‘Analysis of Provisions of Title I,” at pages 12 
‘* and 13: 


oe 





. . Provision is made generally to exclude from 
the bill companies primarily engaged, directly ‘or 
through subsidiaries in the operation of a business 

> other than that of an investment company. In addi- 
tion the bill specifically excludes brokers, underwriters, 
banks, insurance companies, common or commingled 
trust funds administered by a bank, bank holding 
company affiliates subject to the supervision of the 
Board of Governors of the Federal Reserve System.”’ 


6 Predecessor Bills, Reports and Hearings, as to 1940 Act, 76th Cong., 3rd 


. Sess. (1940): S. 3580 introdueed by Senator ‘Wagner 3/14/40; H.R. 8935 com- 
panion bill in House introduced by Lee 3/14/40; Hearings held before a 
° Subcommittee of the Senate Banking and Currency Committee on S, 3580;: 8S. 


4108 Senate substitute Bill, as amended, reported favorably to Senate 6/6/40; 
Senate Report No. 1775, dated 6/6/40 on S. 4108, Committee on Banking 
and Currency; H.R. 10065 House Substitute Bill, identical with S. 4108 
introduced 6/12/40; House Report No. 2639, dated 6/18/40 on H.R. 10065, 
Committee on Interstate and Foreign Commerce; Hearings before 2 Sub- 
committee of the Committee on Interstate and Foreign Commerce on H:B. 
10065 held June 13, 14 and 17, and July 8 and 9, 1940; Bill approved 8/22/40. 


> | 
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SEC was able clearly to distinguish in the 1930’s between 
investment companies and insurance companies. In 1938-40 
SEC published its comprehensive Report on Investment 
Trusts and Investment Companies. Said SEC: 


‘‘One of the major tasks of the Commission was, 
therefore, the formulation of criteria which would 
effectively segregate for the purposes of the study 
wnvestment trusts and investment companies from 
other companies engaged in the business of owning 
securities of other corporations. 

‘¢ Although banks and trust companies and insurance 
companies and similar organizations own securities of 
other corporations, they were not included in the study 
because thetr main and primary business is banking 
and insurance, respectively, and not ownership of se- 


curities.’’ 
SEC Investment Trust Report, Pt. 1, H.R. No. 707, 
75th Cong., pp. 15-16 (1938). 


Elsewhere the Report made clear that SEC specifically 
excluded insurance companies selling annuity contracts 
from the survey because they ‘‘were deemed to be with- 
out the purview of the study.’’ zd. p. 33, fn. 30. 

It certainly was not the intent of Congress to super- 
impose federal on top of state insurance regulation. The 
following exchange (86 Cong. Ree. 10071), in August, 1940, 
between Senator Wagner, sponsor of the bill, and Senator 
Byrnes, is significant: 

‘‘Mr. Byrnes: Mr. President, the bill has nothing 


to do with the regulation of insurance companies? 
‘‘Mr. Wagner: Of course not.’’ 


All insurance companies invest, reinvest and own securi- 
ties. Therefore, the draftsmen of the Act specifically ex- 
cluded insurance companies. Thus, David Schenker, Chief 
Counsel for SEC, testified in April, 1940: 

‘‘There we go on to say any bank or insurance com- 


pany is exempt, and we have to make that specific 
exemption because fire-insurance companies invest and 
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. reinvest in securities, as do also insurance companies 
and banks.’’ Hearmgs before Subcommittee of the 
® Committee on Banking and Currency on 8S. a584, 76th 
' Cong., 3d Sess., pp. 176-177 (1940). 
In June, 1940, Mr. Schenker again stated: | 
. ‘Now, we have, in order to be meticulously careful, 
specifically excluded some types of companies: from 
= the purview of this bill... Paragraph 3 [of $3(c)] 
‘ excludes banks, mswrance companies, and savings and 
loan associations.’’ Hearings on H.R. 10065, supra, 
p. 102. 
A contemporaneous study noted that banks and insur- 
é ance companies were excluded from the 1940 Act because 
i of the ‘‘plethora of regulations which surrounds banks 


and insurance companies... .’’’ 


Cc. ANNUITY CONTRACTS ARE AN INTEGRAL PART OF THE 
BUSINESS OF INSURANCE i 

‘‘Annuities have always been a part of the nen eee 
business in this country.’? 1954 Lire Insurance Fact 
Boox 29. ‘‘Annuities are among the oldest types of in- 
surance contracts written. The first life insurance com- 
pany formed in the United States wrote them—for Pres- 
byterian preachers.’’ 1948 Lire Insurance Facr Boox 
26. That pioneer corporation in effect offered a variable 
annuity.*® 





7 Note ‘‘The Investment Com any Act of 1940’’ 41 Columbia L. Rev. 269, 
274 (1941). The note adds (277): 


‘¢Likewise organizations which like . . . insurance companies. . ‘ are 
already subject to adequate governmental supervision . . . are not 
deemed investment companies within the meaning of the Act.’’ 


8‘‘The Corporation for the Relicf of Poor and Distressed Presbydariaa 
Ministers, and . . . widows and children . . .’’ etc. chartered in Philadelphia, 
1759: Paragraph xiii of its Plan provided that if interest was inadequate for 
the stipualted annuity, the payments should not ‘‘break on the capital’’ 
without first consulting the Corporation and the Synod of New York: and 
Philadelphia. Paragraph xiv provided that after the capital permitted 
payment of the stipulated annuity and charges, the surplusage or ‘part 
should be divided among the annuitants and others as the Corporation thought 
proper. C. K. Knight, History of Life Insurance in the United iotates to 
1870, pp. 53-55 (1920). 
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Life annuity contracts can be written only by insurance 
companies, in a few instances by charities, and in two 
states by savings banks under close insurance supervision.° 
The care of the draftsmen of the 1940 Act, like those of 
the 1933 Act, is to be noted in expressly providing for 
exemption only where the issuing company is subject to 
supervision of State insurance authorities. 

No ‘‘investment company”’ or ‘‘investment trust’’ writes 
life annuity contracts pooling and involving mortality risks 
on the basis of life contingencies, nor can they do so. 


D. VALIC, AN INSURANCE COMPANY, IS EXEMPT FROM THE 
1940 ACT 


See. 3(c) of the 1940 Act specifically excludes: 


‘*(3) Any bank or insurance company;.. .”’ 


‘‘Insurance company’’ is defined in the 1940 Act as a 
company (i) which is organized as an insurance company, 
(ii) whose primary and predominant business activity is 
the writing of insurance, and (iil) which is subject to 
supervision by the insurance commissioner or similar offi- 
cial or agency of a State, Sec. 2(a)(17).*° 

VALIC complies with the statute. (i) It is organized 
as a life insurance company, and duly certified as such 
by the Corporation Counsel and the Insurance Superintend- 
ent (F.F. 3, 5, 6, 8, 9, 11, 18, 15, R. 94-98). (ii) Its pre- 
dominant business activity is that of a life insurance com- 
pany (F.F. 4, 15, 25, 27, 30, 31, 32, 33, 34, 38, R. 95, 98-104, 
106). (ii) It is subject to supervision by the Superintend- 
ent of Insurance of the District of Columbia and the Insur- 
ance Departments of West Virginia, Kentucky and 
Arkansas (F.F. 6, 8, 9, 15, 19, 20, 21, R. 96-98). 


® Massachusetts and Connecticut, see Mehr & Osler, Modern Life Insurance 
594-601 (1956) for a discussion of the development of bank insurance. 


10 ‘“State’’ includes the District of Columbia, Sec. 2(a) (37). 
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E. “INVESTMENT COMPANY” CASES CITED AND OMITTED 
BY SEC/NASD 


VALIC has no quarrel with the holding in Bunkeve 
Securities Corp. v. S.E.C., 146 F. 2d 88 (cited SEC B. 44). 
There, however, Bankers was incorporated as an invest- 
ment company for the stated purpose of purchasing, sell- 
ing and trading in securities; and it operated under pro- 
visions of the Federal Tax Laws applicable to dealers in 
securities ‘‘held for purposes of resale and not for invest- 
ment’’ (p. 90). SEC was accordingly justified in eonelud- 
ing that it was an investment company. 

is to what constitutes the business activity of writing 
insurance, SEC/NASD ignores Matter of Aeronautic and 
Automotive Insurance Agency, Inc., 17 SEC 718 (1944). 
SEC’s position in the present proceedings contrasts 
sharply with its own findings and conclusions in that 
ease. There, the A & A Agency, an I[llinois corporation, 
operated under a certificate of the Illinois State Director 
of Insurance pursuant to the Illinois Insurance Code. | SEC 
held that the A & A Agency was not an ‘‘investment com- 
pany’’ under the 1940 Act, because it was primarily en- 
gaged in the insurance brokerage business. SEQO’s find- 
ings conclude: | 


‘‘The evidence indicates that the applicant was not 
organized as an investment company but that it was 
incorporated to act as an attorney-in-fact for ja re- 
ciprocal insurance company and to carry on a general 
insurance and brokerage agency business. Further- 
more, the record supports the conclusion that the ap- 
plicant’s investments in the exchange were made for 
the sole purpose of qualifying the exchange to ‘write 
contracts and were wholly necessary and incidental 
to the furtherance and successful prosecution of the 
applicant’s insurance brokerage business. This con- 
clusion is strengthened by the fact that the appli- 
eant’s principal revenue will consist of a percentage 
of the premium payments collected by the applicant 
on insurance contracts written by it rather than in- 
come by way of interest payments on the guaranty 
fund certificates held by it.’’ 
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F. “IF” AND “COULD” ARGUMENTS OF SEC 


SEC poses a number of possible ‘‘if’’ situations in the 
event VALIC is permitted to continue to operate under 
the Insurance Superintendent’s supervision and suggests 
what ‘‘could’’ happen, not necessarily as to VALIC but 
some unnamed ‘‘John Doe’’ company (SEC B. 42-43). 


(1) SEC suggests companies could be incorporated un- 
der the insurance code to engage in the investment com- 
pany business. VALIC, of course, can engage in no busi- 
ness activity other than life insurance. The Life Insur- 
ance Act restricts life insurance companies ‘‘to the busi- 
ness of insurance appertaining to persons’? (L.LA. 
§ 35-501(d)). 


(2) SEC suggest that the ‘‘basis of the investment pol- 
icy could be changed at will by the managers of the com- 
pany.’’ This is a strawman of the most transparent type 
when one considers the fact that the ‘‘investment policy’’ 
of SEC regulated investment companies may be stated so 
generally as to be virtually meaningless.* 


The permissible legal investments of VALIC were estab- 
lished by Congress, which has placed no such limits on in- 
vestment companies.? Again, the supervision and the ex- 
aminations of the Insurance Superintendent are adequate 
to assure that the Congressional bounds of insurance in- 
vestments are observed. 


(3) SEC suggest there would be ‘‘no control over the 
amount of information which would be disclosed to in- 
vestors.’’ Reference to the detailed reports, examinations, 


1 Thus, United Funds, Inc. prospectus, P. Ex. 15, p. 2 (not printed) states: 


‘‘The present policy is to invest United Income Fund and United 
Accumulative Fund principally in the common stocks of companies 
listed on the New York and other large securities exchanges or im secu- 
rities which qualify for investment by New York life insurance com- 
pantes or in stocks of banks and insurance companies having assets in 
excess of $25,000,000.’’ 


2 Other than face-amount certificate companies (§ 28(b) of 1940 Act), which 
may invest only in ‘‘qualified investments’’ permitted District of Columbia 
life insurance companies. 
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and supervision provided in the L.I.A., summarized at pp. 
41 to 44, supra, reduces this SEC ecutert on to the trivial 
make-weipht if is, 


(4) SEC also state ‘‘insiders could easily use the Asset 
for purposes not in the best interests of investors.’’? So 
far as VALIC, or any other District insurance company, 
is concerned this is plainly untrue. L.J.A. § 35-530 pro- 
vides: : 


‘‘No director or officer of any company doing 'busi- 
ness in the District shall receive any money or valu- 
able thing for negotiating, procuring, recommending, 
or aiding in any purchase by or sale to such com- 
pany of any property, or any loan from such com- 
pany, nor be pecuniarily interested, either as principal, 
coprincipal, agent, or beneficiary, in any such’ pur- 
chase, sale, or “Joan, nor shall the financial obligation 
of any such director or officer be guaranteed by. such 
company in any capacity.”’ 


G. SEC MENTIONS § 28(a)(2)(G) OF THE ACT OF 1940 
| 


Closing its brief as to the 1940 Act, SEC refers to 
§ 28(a)(2)(G) of that Act (SEC B. 44). Section 28 is 
concerned with ‘‘face-amount certificate companies’’ reg- 
ulated by SEC. SEC has never charged that VALIC is a 
face-amount certificate company, ($ 3(a)(2) of the 1940 
Act), so this argument is irrelevant. 

Since SEC mentions § 28, however, it may be watnted 
out that § 28(b) defines ‘‘qualified investments’’ for SEC 
regulated face-amount certificate companies, as investments 
— by L.LA. This provision of § 28(b) reads: | 


. As used in this subsection, ‘qualified investments’ 
means investments of a kind which life imsurance com- 
panies are permitted to invest in or hold under. the 
provisions of the Code of the District of Columbia as 
heretofore or hereafter amended, and such other in- 
vestments as the Commission shall by rule, regula- 
tion, or order authorize as qualified investments.’ , 
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Thus if § 28 has any relevance, which is not apparent, 
it merely reflects: (1) duplication of regulation, if at- 
tempted to be applied to VALIC and (2) that SEC’s 
duplicating authorization could include additional invest- 
ments not authorized by the Insurance Superintendent. 
This is, again, the kind of overlapping, inconsistent and 
impracticable result which comes from SEC’s claim that 
variable annuities are not insurance, but instead ‘‘securi- 
ties.’’ 

CONCLUSION 


In short, in the effort to construct a case to destroy 
VALIC and deprive the public of an opportunity to in- 
clude the variable annuity in personal retirement pro- 
grams, SEC/NASD have found it necessary to blind 
themselves to, and to attempt to obscure in this Court, two 
fundamental facts: 


A. The mortality guarantee which pools and distributes 
the life contingency risks of the annuitants—a pure in- 
surance function alien to every concept of a security or 
of an investment company; and 


B. The all-pervasive, effective, detailed supervision of 
the Insurance Superintendent, under the District Life In- 
surance Act, affords to VALIC, its policyholders, and the 
public the fullest of protection. 

Neither of these basic facts has been dealt with by 
SEC/NASD. It cannot be that they did not, as they 
drafted their briefs, attempt to find a way to handle these 
facts. The only explanation of their silence is the obvious 
one: that the efforts merely highlighted the lack of merit 
of their case. 

When these two vital factors are placed in their neces- 
sary and proper context in this controversy, it is clear 
that the judgment below was correct. Accordingly, it is 
respectfully submitted that the judgment should be affirmed 
both on the ground (1) that the McCarran Act excludes 
SEC from regulatory jurisdiction of VALIC, (2) that 
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variable annuities are not ‘‘securities’’; and (3) that 
VALIC is not an investment company. : 


Respectfully Submitted, 


James M. Earnest 
1000 Woodward Building | 
Washington 5, D. C. | 
Attorney for Variable Annuity 
Infe Insurance Company of 
America, Appellee. | 
Of Counsel: 


Roy W. McDona.p 
Maxcotm F'oosHEE 
Epwarp McCase 
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APPENDIX A 


The McCarran-Ferguson Insurance Regulation Act’ (Act 
of March 9, 1945; c. 20; 59 Stat. 33, as amended; U.S.C.A. 
Title 15, § 1011-1015). 


§ 1011. 


Congress declares that the continued regulation ' and 
taxation by the several States of the business of insur- 
ance is in the public interest, and that silence on the part 
of the Congress shall not be construed to impose any bar- 
rier to the regulation or taxation of such business by, the 
several States. 


§ 1012. 


(a) The business of insurance, and every person snpaped 
therein, shall be subject to the laws of the several States 
which relate to the regulation or taxation of such business. 


(b) No Act of Congress shall be construed to invalidate, 
impair, or supersede any law enacted by any State for the 
purpose of regulating the business of insurance, or which 
imposes a fee or tax upon such business, unless such Act 
specifically relates to the business of insurance: Provided, 
That after June 30, 1948, the Act of July 2, 1890,: as 
amended, known as the Sherman Act, and the Act of Oc- 
tober 15, 1914, as amended, known as the Clayton Act, and 
the Act of September 26, 1914, known as the Federal Trade 
Commission Act, as amended, shall be applicable to the 
business of insurance to the extent that such business' i is 
not regulated by State law. | 


§ 1013. 


(a) Until June 30, 1948, the Act of July 2, 1890, 
amended, known as ‘the Sherman Act, and the Act of 
October 15, 1914, as amended, known as the Clayton Act, 
and the Act of September 26, 1914, known as the Federal 
Trade Commission Act, as amended, and the Act of June 
19, 1936, known as the ’Robinson-Patman Anti-discrimina- 
tion Act, shall not apply to the business of insurance or to 
acts in the conduct thereof. 


(b) Nothing contained in this chapter shall render the 
said Sherman Act inapplicable to any agreement to boy- 
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cott, coerce, or intimidate, or act of boycott, coercion, or 
intimidation. 


§ 1014. 


Nothing contained in this chapter shall be construed 
to affect in any manner the application to the Business of 
insurance of the Act of July 5, 1935, as amended, known 
as the National Labor Relations Act, or the Act of June 
25, 1938, as amended, known as the Fair Labor Standards 
Act of 1938, or the Act of June 5, 1920, known as the 
Merchant Marine Act, 1920. 


§ 1015. 


As used in this chapter, the term ‘‘State’’ includes the 
several States, Alaska, Hawaii, Puerto Rico, Guam, and 
the District of Columbia. 








APPENDIX B 
> 
a Public Law 85-334 
85th Congress, S. 1040 
February 22, 1958 
. AN ACT 
> To amend the Acts known as the “I.ife Insurance Act”, approved June 19, 1934, 
and the “Fire and Casualty Act”, approved October 9, 1940. 
re | 


Be it enacted by the Senate and House of Representatives of the — 

United States of America in Congress qeeibicd, That section 5 of D,C., life 

chapter II of the Life Insurance Act (sec. 35-404, D. C. Code, 1951 Insurance Act, 

edition), is amended to read as follows: pci 
“Sec. 5. It shall be the duty of the Superintendent to issue a ce 

cate of authority to a ape ck when it shall have complied with authority 

requirements of the laws of the District so as to be entitled'to do busi- © ‘ 

ness therein. The Superintendent may, however, satisfy himself by 

such investigation as he may deem proper or necessary that such com- 

pany is duly qualified under the laws of the District to transact busi- | 

ness therein, and may refuse to issue or renew any such certificate toa | 

company if the issuance or renewal of such certificate would adversely 

affect the public interest. In each case the certificate shall be issued | 

under the seal of the Superintendent, authorizing and empowering the | 

company to transact the kind or kinds of business specified in the cer- 

tificate, and each such certificate shall be made to expire on the | 

thirtieth day of April next su ing the date of its issuance. No 72;Stat. 19. 


company shall transact any business of insurance in or {rom the Dis- 77 Stat. 20. 


trict until] it shall have received a certificate of authority as authorized 
by this section and no company shall transact any business of insurance 
not specified in such certificate of authority.” 

Sec. 2. That section 6 of chapter II of the Life Insurance Act 
(sec, 35-405, D. C. Code, 1951 edition) is amended to read as follows: | 

“Sec. 6. The Superintendent shall have power to revoke or sus- Revocation 
pend the certificate of authority to transact business in the District of of oertifi- 
any company which has failed or refused to comply with any pro- cates. 
vision or requirement of this Act, or which— 

“(a) is impaired in capital or surplus; 
“ep is insolvent ; 
“(c) is in such a condition that its further transaction of busi- 
ness in the District would be hazardous to its policyholders or 
creditors or to the public; 

“(d) has refused or neglected to pay a valid final judgment 
against such company within thirty days after such judgment 
shall have become final either by expiration without appeal within 
the time when such appeal might have been parbecton. or by final 
affirmance on apes . 

“(e) has violated any law of the District or has in the District 
violated its charter or exceeded its corporate powers; 

“(f) has refused to submit its papers, accounts, records, 
or affairs to the reasonable inspection or examination of the 
Superintendent, his deputies, or duly appointed examiners; 

(g) has an officer who has refused upon reasonable demand 
to be examined under oath touching its affairs; 

“(h) fails to file with the Superintendent a copy of an amend- 
ment to its charter or articles of association within thirty days 
after the effective date of such amendment ; 

“(i) has had its corporate existence dissolved or its certificate 
of authority revoked in the State in which it was organized ; 

“(j) has had all its risks reinsured in their splay in another 
com y, without prior approval of the Superintendent; or 

7 as made, issued, circulated, or caused to be issued or 
circulated any estimate, illustration, circular, or statement of any 
sort misrepresenting either its status or the terms of any policy 
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issued or to be issued by it, or the benefits or advantages promised 

thereby, or the dividends or shares of the surplus to be received 

thereon, or has used any.name or title of any policy or class of 
licies misrepresenting the true nature thereof. 

Notice. e Superintendent shall not revoke or ee the certificate 
of authority of any ponies wae he has given the company not less 
than thirty days’ notice of the pro revocation or suspension and 
of the grounds alleged therefor, and has afforded the company an op- 
portunity for a ful] hearing: Provided, That if the Superintendent 
shall find upon examination that the further transaction of business by 
the company would be hazardous to the public or to the policyholders 
or creditors of the company in the District, he may suspend such 
authority without giving notice as herein required : Provi 
That in lieu of revoking or suspending the certificate of authority of 
any company for causes enumerated in this section, after hearing as 
herein provided, the Superintendent may subject such company to a 
penalty of not more than $200 when in his judgment he finds that the 
public interest would be best served by the continued operation of the 
company. The amount of any such penalty shall be paid by the com- 
pany through the office of the Superintendent to the Collector of Taxes 
of the District of Columbia. At any hearing provided by this section, 

72 Stat, 30. the Superintendent shall have authority to administer oaths to wit- 
+ Cte nesses, yone alsely after having been administered 
such an oath shall be subject to the penalties of perjury.” 
Src. 3. That section 27 of chapter II of the Life Insurance -Act 
(sec. 35-426, D. C. Code, 1951 edition) is amended to read as follows: 

Licenses. “SEC. 27. The Superintendent of Insurance may suspend or revoke 

Suspen- the license of any life insurance agent, agent, solicitor, or 

sion or broker when and if, after investigation, it appears to the Superintend- 

revoca- ent that any license issued to such person was obtained by fraud or mis- 
tion. = representation; or that the general agent, agent, solicitor, or broker 
has violated any insurance law of the District; or has made any 
misleading representations or incomplete or fraudulent comparison 

of any policies or companies or concerning any companies to any 

person for the purpose or with the intention of inducing such person 

to lapse, forfeit, surrender, or exchange his insurance then in force; 

or has made any misleading estimate of the dividends or share of 

lus to be received on a policy; or has failed or refused to pay or 

to deliver to the company or to his principal any money or other 
property in the hands of said general agent, agent, solickor, or broker 

onging to such company or principal when requested so to do; 

or has violated any lawful ruling of the insurance department; or has 

been convicted of a felony; or has otherwise shown himself untrust- 

worthy or incompetent to act as a life insurance general agent, agent, 

Hearing. solicitor, or broker. Before the Superintendent of Insurance shall 
revoke or suspend the license of any such person he shall give to such 
person an onan to be fully heard, and to introduce evidence in 

is behalf. Within inty days after the revocation or suspension of 
license or the refusal of the Superintendent to grant a license, the 
general agent, agent, solicitor, or broker, or applicant aggrieved may 
appeal from the ruling of the Superintendent of Insurance to the 
court of competent jurisdiction designated in section 28. Appeals may 

D.C. Codepe taken from the j ent of said court as prescribed in section 28. 


35-427. At any hearing provided by this section, the Superintendent shall 
have authority to administer oaths to witnesses. Anyone sap ed 
falsely after having been administered such an oath shall be subject 
to the penalties of perjury. 
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“No individual whose license as a general agent, agent, solicitor, 
or broker is revoked shall be entitled to any license under this Act 
for a period of one year after revocation. . 

“Any nm who violates any provision of this section upon con- 
viction be fined not exceeding $100 for each and every violation: 
Provided, That in lieu of revoking or suspending the license of any 
such general agent, agent, solicitor, or broker for causes enumerated in 
this section after hearing as herein provided, the Superintendent may 
subject such person to a penalty of not more than when in his 
judgment he finds that the public interest would be best served by the 
continuation of the license of such person. The amount of any such 
penalty shall be paid by such person through the office of the Super- 
intendent to the Collector of Taxes of the District of Columbia.” 

Sec. 4. That section 3 of chapter II of the Fire and Casualty Act, 
(sec. 35-1306, D. C. Code, 1951 edition) is amended to read as follows: 

“Sec. 3. The Superintendent shall have power to revoke or s da: 


the certificate of authority to transact business in the District of any: 
company which has failed or refused to comply with any provision or 


requirement of this Act, or which— 
© e is impaired in capital or surplus; 
- is insolvent; 


creditors, or to tl 


the time when such appeal might have been perfect 
affirmance on appeal; 


“(e) has violated any law of the District or has in the District. 


violated its charter or exceeded its corporate powers; 


or a 
Superintendent, his deputies, or duly appointed examiners; 


‘ 


to be examined under oath touching its affairs; 


“(h) fails to file with the Superintendent a copy of an amend- ! 
ment to its charter or articles of association within thirty days | 


after the effective date of such amendment ; 


c) is in such a condition that its further transaction of busi-' 
ness in the District would be hazardous to its policyholders or: 
he : | 72 Stavs 2%: 
“(d) has pation or neglected to pay a valid final judgment: 
against such company within thirty days after such judgment ; 
shall have become final either by expiration without appeal within : 
a or by final | 






“ee has refused to submit its books, papers, accounts, records, 
airs to the reasonable inspection or examination of the 


(g) has an officer who has refused upon reasonable demand | 


Violetion; 
penalty. 


D.C.y Fire 
and Casualty 
Act, amend- 
ments. 

54 Stat. 1066. 
Certificates 


of authority. 
: Revocation. 


“(i) has had its corporate existence dissolved or its certificate 


of authority revoked in the State in which it was. organized ; 


“(j) has had all its risks reinsured in their entirety in another | 


company, without prior approval of the Superintendent; or 
“Eic) has made, issued, circulated, or caused.to be issued or 


circulated any estimate, illustration, circular, or statement of any | 


sort misrepresenting either its status or the terms of any poli 
issued or to be issued by it, or the benefits or advantages promi 
thereby, or the dividends or shares of the surplus to be received 
thereon, or has used any name or title of any policy or class of 
licies me eh a ge, the true nature thereof. 
othe Superintendent shall not revoke or suspend the certificate of 
authority of any Serer until he has given the company not less 
than thirty ore notice of the proposed revocation or suspension and 
of the grounds all therefor, and has afforded the company an 


| 
Noti 08. 


opportunity for a hearing: Provided, That if the Superintendent | 
shall find upon examination that the further transaction of business 
by the company would be hazardous to the = or to the policy- . 


holders or creditors of the company in the 


ict, he may suspend | 


such authority without giving notice as herein required: Provided | 





Penalty. 


Contracts. 


72 Stat. 22. 
72 Stat. 23. 
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further, That in lieu of revoking or suspending the certificate of 
authority of any company for causes enumerated in this section after 
hearing as herein provided, the Superintendent may subject such 
company to a ty of not more than $200 when in his judgment 
he finds = blic interest pier be 2 senvee 5 the cae 
operation of the company. e amount of any such penalty 
= by the company through the office of the Superintendent to the 
Hector of Taxes, Distri ict of Columbia. At any hearing provided 
by this section, the Superintendent shall have authority to iduniniats ister 
oaths to witnesses. Anyone testifying falsely after having been 
administered such an oath shall be subject to the penalties of penaty. 

Src. 5. That section 30 of chapter II of the Fire and Casualty Act 
(sec. 35-1334, D. C. Code, 1951 edition) is amended to read as follows: 

“Sec. 30. No company authorized to do business in the District shall, 
by its representatives or otherwise, make, write, issue, or deliver any 
contract of insurance, surety, or mae ag except title and ocean 
Iaarine Insurance, on any person, property, business activity, or insur- 
able interest within the District except through regularly constituted 
ni arene or authorized salaried employees licensed in the 

istrict as provided in this Act. 

“No such contract covering persons, property, business activities, or 
insurable interests in the District, except contracts of title -and ocean 

ine i be written, issued, or delivered by any author- 
ized company or by any of its representatives unless such contract is 
Spd countersigned in para Oy a person who is licensed as provided 
in this Act to countersign such contracts, and no salaried officer, man- 
uger, or other salaried employee of any authorized company, unless he 
be licensed as provided in this Act, shal] write, issue, or countersign 
any such contract. 

“No company, agent, or salaried company employee shal] make any 
agreement as to a policy other than that which is plainly expressed in 
the policy issued. 

“No company, agent, salaried company employee, or broker shall 
pay or offer to pay or allow as an inducement. to any person to insure 
any rebate of premium or any special favor or advantage whatever in 
the dividends to accrue thereon, or any inducement whatever not speci- 
fied in the policy. 

“Every company authorized by this Act to do business in the District 
shall file annually with the Superintendent on or before the fifteenth 
day of April, and at such other times as they may be appointed, a list 
of agents and salaried employees of said company who are authorized 
to solicit, write, effect, issue, or deliver policies for such company in 
the District, except that the names of soliciting agents may be filed 
either by the company or by the policy-writing agent. 

“Any policy-writing agent or salaried company employee author- 
ized by any company to solicit, negotiate, bind, write, or issue policies 
or applications therefor shall, in any controversy between the msured 
or his representative and the said company, be held to be the agent of 
the company which issued or effected the policy solicited or so applied 
for, anything in the application or policy to the contrary notwith- 
stan 


“Any payment made by or on behalf of the insured to any broker 
for policies issued to such broker for delivery to the insured or i 
directly to the insured on the order of such broker, shall, in contro- 
versies between the insured and the company, be deemed to have been 
paid to the company. 


“No soliciting agent shall have any authority to countersign any 


policy.” 
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Sec. 6. That section 32 of chapter II of the Fire and rere Act 58 Stat. 192. 
(sec. 35-1336, D. C. Code, 1951 edition). is amended to read as follows: _ 
“Sec. 32. Any person hereafter desiring to engage in business in the Insurance 
= District as a po. acy MEAG See soliciting agent, broker, or salaried agents; 
company employee, as defined by this Act shall, before engaging in licenses. 
such business, secure from the Superintendent a license authorizing | 
him to in such business. The person to whom the license may 
~ be issued shall file sworn answers to such interrogatories as the Super- 
intendent may require. Before the Superintendent shall issue or 
renew a license to any policy-writing agent, soliciting agent, or 
salaried company se gt he he shall require the company or policy- 
writing t desiring the $4 sepa of such person to certify— 
(a) that the person to mca ay if not a salaried company 
employee, is a resident of this District, or that his principal office 
for the conduct of such business is in or will be maintained in the 
District ; 
“(b) that he is personally known to the person making the | 
certification ; 
“(c) that he has had experience or instructions necessary to the 
roper conduct of the kind or kinds of business to which the | 
icense is to extend ; 
“(d) that he has a good business reputation, is trustworthy, and 
is worthy of a license. 
“Resident and nonresident brokers shall, as a prerequisite to the Bond. 
issuance of a license, file with the Superintendent a corporate surety 72 Stat. 23. 
bond in an amount not less than $1000 for the benefit af any person 72 Stat. 24. 
who may suffer loss resulting from fraud or dishonesty on the pert 
of: said resident or nonresident broker. Before the Superintendent 
shall issue a license to any policy-writing agent, soliciting agent, 
salaried company employee, or resident broker, who has not previously 
been li under this Act, he shall personally, or through his deputy 
or any person regularly employed in the department, within a reason- 
able time, and in a designated place within the District, subject each 
such —— to a personal written examination relating to such person’s 
knowledge of the kind or kinds of business to which the license may 
extend and his competency to act as such policy-writing agent, solicit- 
ing agent, broker, or salaried company employee. Tie Suserutensient 
may in his discretion limit the scope of such examination to such 
particular kind or kinds of business in which the person to be licensed 
1s to be principally engaged. The Superintendent shall issue or renew 
such license as may be applied for when he is satisfied that the person 
to be licensed is (a) competent and trustworthy and intends to act in 
acon faith in the capacity involved by the license applied for, and 
at not more than 25 per centum of his commission income from 
business to which the license applies will result from policies the 
premiums on which are paid or are to be paid in the manner set forth 
mn paragraph (f) of section 36 and (b) that he has a good business 
reputation and has had experience, training, or education, or is other- 
wise.qualified in the line or lines of business in which the license would 
entitle him to engage, and, except in the case of a nonresident broker 
or salaried company employee, is a resident of the District, or main- 
tains his principal office for the conduct of such business in the District ; 
and (c) 1s reasonably familiar with the insurance laws of the District, 
and with the provisions, terms, and conditions of the policies he is 
roposing to solicit, negotiate, or effect, and is worthy of a license. 
a e case of a nonresident applying for a broker’s license, the apes 
intendent may waive the examination requirement and accept in lieu 
thereof evidence that the applicant holds a license as broker or agent 





ue 
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@ 
in the State where his principal business is conducted. The Super- 
intendent may also waive the examination requirement in the case of 
any person who has been licensed in the District prior to the effective 
date of this Act. The examination requirement shall be waived in g 
the case of any applicant for a license under this section who holds a 
license under section 26 of the Life Insurance Act (D. C. Code, sec. 4 


85-425), if the company desiring the ae ge of such applicant 
certifies in writing to the Superintendent that such —— will 4 
solicit only accident and health insurance on its behalf.. Licenses may. 
be issued in the names of individuals, or in the names of firms, partner- 
ships, or corporations, including banks, trust companies, real-estate : 
offices, and building and loan associations: Provided » Lhat on such 4 
licenses in addition to the name of the applicant, there shall be listed 
the name of every member or officer of such firm, partnership, or “ 
corporation who solicits insurance or who countersigns policies: Pro- 
vided further, That such named persons as well as the licensee shall 2 
be subject to all requirements of this Act, and that the Superintendent 
shall have authority at any time to require the applicant fully to dis- 
close the ai of all] stockholders, partners, oficers, and employees, 
and he may in his discretion refuse to issue or renew a license in the 
name of any firm, partnership, or corporation if he is not satisfied | 
that ra ofhcer, employee, stockholder, or partner thereof who may * 
materially influence the applicant’s conduct, meets the standards of ¥ 
| this section applicable to ms applying as individuals. No person rt 
72 Stat. 24. shall be licensed as t, broker, or salaried company employee when 
| 72 Stat. 25. it appears to the Superintendent that said license is sought primarily 
for the purpose of obtaining commissions on policies on which he on 
his own account pays or is to pay the premiums, or on which the 
premiums are paid or are to be paid by any person who receives or is 
to receive any benefit, direct or indirect, from the commissions obtained, 
or on which the premiums are paid or are to be paid b any partner- 
ship, association, or corporation of which he is a member. 
Src. 7. That section 35 of chapter II of the Fire and Casualty Act 
(sec. 35-1339, D. C. Code, 1951 edition) is amended to read as follows: 
Renewal of “Src. 35. Upon application for renewal of an expiring license and 
licenses. the payment of the applicable fee prescribed in section 41, the Super- 
intendent shall issue the license applied for when he is satisfied that 
the applicant therefor meets the conditions set forth in sections 32 and 
36. fore the Superintendent shall refuse to renew any such license 
he shall give to the epee an opportunity to be fully heard and 
to introduce evidence in his behalf. Ifthe Superintendent shall refuse 
to renew any such license he shall give the applicant written notice 
thereof and he shall not, for a period of ten days from the date of that 
notice, take any action to stop the applicant from continuing in busi- 
ness, within which period the applicant may apply to any court as 
provided in section 45 hereof, for leave, in the discretion of the court. 
to continue in business until an appeal from such refusal is decided.” 
Src. 8. That section 36 of vpved II of the Fire and Casualty Act 
(sec. 35-1340, D. C. Code, 1951 edition) is amended to read as follows: 
‘Lfoenses; re- “Sec. 36. The Superintendent may revoke or suspend the license of 
vocation or § nny policy-writing agent, soliciting agent, broker, or salaried company 
suspension, employee when and if, after investigation, it appears to the Super- 
! intendent that any license issued to such person was obtained by fraud 
or misrepresentation, or that such person has otherwise shown iimaelt 
untrustworthy or incompetent to act in any of the foregoing capacities, 
or that such person ae 
“(a) violated any of the provisions of the insurance laws of 
the District; or 








4 
a , 
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» 
“(b) has failed within a reasonable time to remit to any com- 

pany all moneys which he has collected, and to which the company, 
isentitled;or : 

us “(c) has been guilty of revating or has misrepresented the pro-' 
visions of the policies which he is selling, or the policies of other; 

> companies 


; or | 
“(d) has countersigned policies in blank; or that : | 

» “(e) more than 25 per centum of his commission income from, 
business to which the license applies results from policies the pre-: 

miums on which are paid or are to be paid in the manner set forth! 


in paragra h (f£) of this section; or that 
(£) Pe license is being used primarily for the pu of: 


obtaining commissions on policies on which he, on his own! 
account, pays or is to pay the premiums, or on which the pre-; 
miums are paid or are to be paid by any person who receives or: 
is to receive any benefit, direct or indirect, from the commissions | 
obtained, or on which the premiums are paid or are to be paid by : 
any partnership, association, or corporation of which he is a: 
member. 

“Before the Superintendent: shall revoke or suspend the license ; Hearing. 
of any such person he —— to such person an opportunity | 
to be fully heard, and to in uce evidence in his behalf: Provided, | 
That in lieu of revoking or suspending the license of any policy- | 
writing agent, soliciting agent, broker, or salaried company employee | 
for causes enumerated in this section after hearing as herein provided, | 
the Superintendent may subject such pare to_a penalty of not more :72 Stat. 25. 
than $500 when in his judgment he finds that pablis interest would 72 Stat. 26, 
be best served by the continued operation of such person. The amount | 
of any such penalty shall be paid by such person through the office. 
of the Superintendent to the Collector of Taxes, District of Columbia. | 
At any hearing provided by this section, the Superintendent shall : 
have authority to administer oaths to witnesses. Anyone bentitgne 
falsely after having been administered such an oath shall be subject | 
to the penalties of perjury.” 

Sec. 9. That section 38 of chapter II of the Fire and Casualty | 
ay (sec. 35-1342, D. C. Code, 1951 edition) is amended to read as | 

OLLOWS =: 

“Src. 38. The provisions of this Act relating to_the licensing of Licenses; 
pol ening ea soliciting agents, salaried company employees, exemptions, 
and brokers shall not apply to the sale of personal accident insurance | 
in the ticket offices of railroad companies or other common carriers, | 
or in the offices of travel bureaus, nor to the business of ocean marine | 
insurance, nor to insurance covering the property of railroad com- | 
panies and other common carriers ¢ in interstate commerce.” | 

Sec. 10. That section 39 of chapter II of the Fire and Casualty | 
Act (sec. 35-1343, D. C. Code, 1951 edition) is amended to read as | 
follows: 

“Sec, 39. Except as provided in section 40, no person shall act as Unauthorized 
agent in the District for any company which is not authorized to do oompantes. 
business in the District, nor shall any person directly or indirectly — 
negotiate for or solicit applications for policies of, or for membership 
in, any company which is not authorized to do business in the District. 
The term ‘company’ as used in this section shall include any associa- 
tion, society, company, corporation, joint-stock company, individual, 
partnership, trustee, or receiver engaged in the business of assuming 
risks of insurance, surety, or indemnity, and any Lloyd’s organization, | 
assessment, or cooperative fire company, or any reciprocal or interin- | 
surance exchange, and any company, association, or society, whether | 
organized for profit or not, conducting a business, including any of 
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72 Stat. 26. 
the principles or features of insurance, surety, or indemnity. An 
Violations pemon who violates any provision of this section upon conviction shall - 
penalty. fined not less than $100 nor more than $1,000 for each offense, or be : 
imprisoned for not more than twelve months, or both, and any such 
person shall be personally liable to any resident of the District hav- “ 
me, A age against any such unauthorized company under any policy 
which said person has solicited or negotiated, or has aided in soliciting p 
or negotiating: Provided, That the provisions of this section shall not 
apply to any person who negotiates with an unauthorized company 
for policies covering his own propery or interests, nor shall the pro- 
visions of this section apply to the oifficers, agents, or representatives P 
of any company which is in process of organization under the laws of 
the District, and which is authorized temporarily to solicit or secure i 
memberships or applications for policies for the poe of pw 
such organization. Prosecutions for violations of this section sha 
be upon information filed in the Municipal Court for the District of 
Columbia by the corporation counsel or any of his assistants.” 
Responsibil- _ Sec. 11. Where any provision of this Act or any amendment made by 
ity. this Act refers to an office or agency abolished by Reorganization Plan y 
D.C. Code, Numbered 5 of 1952 (66 Stat. 824), such provision or amendment 
title 1, app. shall be deemed to refer to the Commissioners of the District of Colum- 
bia or to the office, officer, or agency which the Commissioners have 
heretofore designated or may hereafter designate to perform the % 
functions of the office or agency so abolished. 


Approved February 22, 1958. ib 
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STATEMENT OF THE QUESTIONS PRESENTED 


» 
= (1) The question is whether a company which issues con- 

tracts under which the purchasers of the contracts become 
“v entitled to share pro rata in the gains and losses experienced 
‘.. by the company from the investment of company funds in 


stocks and bonds is required to register those contracts pur- 


creases in its market value for the rest of his life. 


Columbia assumes regulatory jurisdiction. 


(x) 
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suant to the Securities Act of 1933 when those contracts are 
denominated “deferred variable annuity policies” and. the 
company selling those contracts has organized under the pro- 
visions of the Insurance Code of the District of Columbia. 
(2) The question is whether a company which is in the 
business of soliciting funds for the purpose of investing, rein- 
vesting, owning, holding and trading in securities for the bene- 
fit of the persons who pay those funds to the company is re- 
quired to register as an investment company pursuant to the 
Investment Company Act of 1940 when those contracts are 
denominated “deferred variable annuity policies” and the 
company selling those contracts has organized under the pro- 
visions of the Insurance Code of the District of Columbia. 
(3) The question is whether a contract under which funds 
are placed in a common pool of capital, so that the contract 
holder may participate in the market fluctuations of the se- 
curities purchased with that capital, is entitled to an exemp- 
tion from registration under the Securities Act as an “insur- 
ance policy” or an “annuity contract” because the purchaser 
has the right to leave the funds in a common pool until a 
specified date and thereafter receive payments from that pool 
of capital which will fluctuate with the increases and de- 


(4) The question is whether the McCarran-Ferguson | ‘In- 
surance Regulation Act is applicable to every contract over 
which the Superintendent of Insurance of the Tnetniet of 


(5) The question is whether the McCarran-Ferguson in 
surance Regulation Act exempts from the registration pro- 
visions of the Securities Act and the Investment Company 
Act those securities and those investment companies which 
would otherwise be within the jurisdiction of those statutes. 
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Gnited States Court of Appeals 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 14253 | 

SECURITIES AND ExcHANGE CoMMISSION, APPELLANT 

v. | 
VaRIABLE ANNUITY Lire InsuRANCE CoMPANY OF AMERICA, 
AND THE Equity Annuity Lire INsurRANCE CoMPANY, 
APPELLEES | 


BRIEF FOR THE APPELLANT 


JURISDICTIONAL STATEMENT 


This is an appeal from a judgment entered by the United 
States District Court for the District of Columbia. Jurisdic- 
tion in the District Court was invoked by the Securities and 
Exchange Commission (“Commission”) pursuant to Section 
20 (b) of the Securities Act of 1933, 15 U.S. C. § 77t (b), and 


Section 42 (e) of the Investment Company Act of 1940, 15 


U.S.C. § 80a-41 (e). 

The Commission’s complaint, seeking an injunction bs re- 
strain The Variable Annuity Life Insurance Company of 
America, Inc., from violating the registration provisions of the 
Securities Act * and the Investment Company Act,” was filed 
on June 19, 1956. On July 24, 1956, the board of directors of 
the company adopted a resolution changing its name to 
Variable Annuity Life Insurance Company (D. Ex.* 8,,R.** 
817-21), and again on February 1, 1957, the board adopted a 
resolution changing its name to Variable Annuity Life In- 
surance Company of America, the name by which it is now 
known (hereinafter referred to as “VALIC”). ! 


*“T, Ex.” as used herein refers to defendants’ exhibits in the court 
below. 

**R.” refers to the printed Appendix. 

*Sections 5 (a) (1) and 5 (c) of the Securities Act of 1933, 15 U. 8. ©. 
$§ 77e (a) (1) and 77e (c). | 

? Section 7 of the Investment Company Act of 1940, 15 U. S. C. § sal 


(1) 


2 


On November 27, 1956, the Equity Annuity Life Insurance 
Company (hereinafter referred to as “EALIC”) moved for 
leave to intervene as a party defendant, pursuant to Rules 24 
(a) and 24 (b) of the Federal Rules of Civil Procedure, on the 
ground that it had a common interest with the Variable An- 
nuity Life Insurance Company and for the purposes of the 
action was an “identical” company. It was asserted that the 
Equity Annuity Life Insurance Company would “as a practi- 
cal matter be bound by the judgment entered in this case.” 
There was no opposition, and on December 6, 1956, an order 
was entered granting EALIC leave to intervene. 

On March 18, 1957, the National Association of Securities 
Dealers, Inc. (“NASD”) moved to intervene in the action as 
a party plaintiff pursuant to Rule 24 of the Federal Rules of 
Civil Procedure, on the ground that it was necessary that the 
NASD obtain a judicial declaration of the issues involved in 
the litigation (R. 26). Defendant and defendant-intervenor, 
appellees in this action, opposed this motion. However, leave 
to intervene as 2 party plaintiff was granted the NASD by the 
court on April 16, 1957 (R. 28-29). 

Trial on the merits upon the complaint seeking a permanent 
injunction was held between June 10, 1957, and June 21, 1957. 
The order of the court below dismissing the complaint was 
entered on September 30, 1957 (R. 113), and notice of appeal 
was filed by the Commission and by the NASD on October 21, 
1957. 

This Court has jurisdiction of the appeal by virtue of Section 
1291 of the Judicial Code, 28 U.S. C. § 1291. 


STATEMENT OF THE CASE 


Both the defendant-appellee, Variable Annuity Life Insur- 
ance Company of America, and the defendant-intervenor-ap- 
pellee, the Equity Annuity Life Insurance Company, were or- 
ganized under the laws of the District of Columbia. VALIC 
was certified as authorized to transact business on December 
30, 1955. EALIC received its certificate of authority to trans- 
act business on July 24, 1956. Both corporations filed their 
articles of incorporation under those provisions of the District 
of Columbia Code applicable to the organization of life insur- 
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ance companies. VALIC’s articles of incorporation and 
EALIC’s articles of incorporation were submitted to the Cor- 
poration Counsel by the Superintendent of Insurance of the 
District of Columbia on behalf of VALIC and EALIC (R. 
815), and he certified that they had been examined and found 
to be in conformity with the law (D. Ex. 3, R. 815-6).. The 
Superintendent of Insurance, therefore, issued certificates of 
authority to VALIC and EALIC authorizing them to tepuigact 
business (D. Ex. 6, R. 817). 

The appellees have been selling contracts which they deneribe 
as “variable annuities.” The Commission brought this action 
to restrain the appellees from selling these contracts without 
first registering them with the Commission and making the 
disclosures incident to the registration process, on the ground 
that appellees were offering a security subject to Section 5 of 
the Securities Act of 1933, 15 U.S. C. § 77e, and to restrain 
appellees as the issuer of the security from violating Section 
7, the registration provision, of the Investment Company Act 
of 1940, 15 U.S. C. § 80a—7,° on the ground that appellees were 
investment companies as defined in Section 3 of the a aa 
ment Company Act, 15 U.S.C. § 80a—3. 

Appellees refuse to comply with the registration ee 
of the Securities Act and the Investment Company Act. They 
contend the contracts they are selling are insurance policies 
and annuity contracts, and urge that Section 3 (a) (8) of the 
Securities Act, 15 U.S. C. § 77¢ (a) (8), Section 3 (c) (8) of 
the Investment Company Act, 15 U. S. C. § 80a—3 (c¢): (3), 
and the McCarran-Ferguson Insurance Regulation Act, 15 
U.S. C. $§ 1011-1015, exempt them and the contracts sold by 
them from the Securities Act and from the Investment Com- 
pany Act. 

Insurance policies and annuity contracts are not subjept to 
the registration requirements of the Securities Act, nor are 


*7The complaint charged a violation of both Section 7 (a) and Section 
7 (b). At the conclusion of the trial in the district court the Commission 
decided not to urge that defendants were violating Section 7 (b) ‘since 
most of the testimony had been directed toward proof of the violation of 
Section 7 (a), and if the injunction were granted on this ground it would 
effectively prevent the appellees from engaging in any of the activities 
alleged in the complaint. 
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companies whose sole business is to issue such contracts subject. 
to the provisions of the Investment Company Act. The con- 
tracts which are the subject of this action, however though 
couched in the terminology of insurance, are in fact and 
have all the incidents of “investment contracts,” “certificates of 
interest or participation in a profit-sharing agreement,” and 
are “instruments commonly known as securities” as those terms 
are used in the Securities Act * and the Investment Company 
Act. They are not insurance policies or annuity contracts as 
those terms are used in the securities acts. Therefore, the 
disclosures required by the Securities Act and the protections 
contemplated by the Investment Company Act should be ex- 
tended to all offerees and purchasers of those contracts. 

VALIC is offering at least seven different contracts and in 
the past has offered a number of other contracts. Each of these 
was introduced in evidence, and we list them, with a brief 
description of each, in Appendix B to this brief.* All of the 
contracts have certain basic similarities, they are sold on the 
the basis of the same appeals to profit from investment (See 
Finding of Fact 74, R. 109-110), and they give to their owners 
similar rights and interests in a common fund so that, for the 
purposes of this litigation, it is unnecessary to analyze each 
instrument. The court below attached to its opinion a copy 
of plaintiffs’ exhibit 1 (R. 567 et seq.), a deferred variable an- 
nuity contract issued by VALIC which was substantially the 
same as 2 deferred annuity contract offered for sale by EALIC. 
We will, therefore, use this contract to illustrate the nature of 
the contracts being offered by the appellees. 


(a) Description of deferred variable annuity contract 


Under the terms of the deferred variable annuity contract 
sold by the appellees, the purchaser promises to pay the com- 
pany a fixed sum of money, usually at periodic intervals, which 
the company promises to pool, after making certain specified 
deductions, with other moneys received from other purchasers 
and to invest the funds received in a portfolio of securities (See 


*Section 2 (1),15 U.S. C. § 77 (1). 
* Section 2 (a) (35), 80a—2 (a) (35). 
* Infra, p. 58. 
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Findings of Fact 45, R. 107). At any time prior to a date se- 
lected by the purchaser, which is called in the contract, the 

‘maturity date,” the purchaser may withdraw from this ar- 
rangement. If he exercises this right, he does not receive any 
fixed sum of money; he has a right only to the value of his 
proportionate share of the common funds and portfolio of 
securities held by the company for the benefit of all the contract 
holders less amounts ranging up to $25, depending upon’ the 
length of time the contract was held (See Finding of Fact 
47 and 50, R. 107, 108). Under this arrangement each pur- 
chaser’s interest fluctuates in direct relation to the changes 
in the market value of the securities held by the sonneay 
(See Finding of Fact 46, R. 107). 

At the maturity date, if the purchaser does not exercise hie 
right to withdraw he gives up his right to receive the full 
amount of his interest in the fund in a single lump-sum pay- 
ment. Thereafter, he receives a series of monthly payments 
for the rest of his life. These payments are determined by the 
value of his proportionate interest in the fund at the maturity 
date and by the subsequent fluctuations in the value of the 
assets in the common fund of securities each month following 
the maturity date (See Findings of Fact 64 and 71, R. 109). 
The contract holder, both before and after the maturity date, 
shares in both the realized and unrealized fluctuations in prin- 
cipal and in the income and capital gains or losses from the 
company’s investments. He bears the entire risk of profit or 
loss from the company’s investment (Finding of Fact 49, :R. 
108). The method of calculating the payments following the 
“maturity date” involves, to some extent, the use of a mortality 
table, and it is this feature of the contract which the appellees 
emphasize, contending they are offering and selling insurance 
policies rather than what might be described generally as an 
interest similar to a share in a mutual fund. 

Basically, the contract involves two separate computations. 
Until the maturity date each payment under the contract rep- 
resents a new purchase of an additional interest in the fund 
being administered by the company. For each payment the 
contract holder receives what are called in the contract “accu- 
mulation units” (Finding of Fact 44, R. 107). The value of 
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these accumulation units is calculated in such a fashion that it 
fluctuates in direct relation to the investment experience of the 
fund being administered by the company. Accordingly, al- 
though the payment of a designated sum is made by the pur- 
chaser every month, a different number of accumulation units 
may be credited to his account with each payment (R. 148). 

The interest of the contract holder in the fund is measured 
by the number of accumulation units which he holds (Finding 
of Fact 47, R. 107). The total value of all accumulation units 
outstanding equals the total obligation of the company to the 
holders of all contracts which have not yet matured. At or 
before the maturity date the contract holder may determine 
the value of his interest in the fund by multiplying the number 
of accumulation units to his credit by the value of each accu- 
mulation unit. This sum or any portion thereof he may de- 
mand from the company (Finding of Fact 50, R. 108). If 
less than the full value of all the accumulation units to the 
credit of the contract holder are demanded, the company treats 
it as a “loan.” However, it differs radically from an ordinary 
loan on an insurance policy, for repayment of the indebtedness 
does not reinstate the contract. The contract holder does not 
receive the same number of accumulation units as existed prior 
to the “loan.” Instead, upon repayment of such a “loan,” the 
number of accumulation units is adjusted to reflect the fluc- 
tuations in the value of the accumulation units while the 
“loan” was outstanding. The units are valued as of the date 
of the “loan” and the number to the credit of the contract 
holder is reduced by the amount of the loan divided by the 
value of a unit at that time. Then, upon repayment the 
unit value at that time is used to determine the number to 
be added to the credit of the contract holder (R. 163-166). 
Thus, the loan is equivalent to a purchase by the company of 
accumulation units at the price of each unit at that time, and 
the repayment js equivalent to a new purchase by the contract 
holder of accumulation units at the price of each unit at the 
time of the repurchase. . 

It is also possible to prepay amounts due under the contract. 
When this is done the prepayment will result in the acquisi- 
tion of accumulation units at their value when the prepayment 
is made (R. 553-554). 














if 


The death of a contract holder prior to the maturity date 
would call for a payment to the beneficiaries of the value of 
the accumulation units credited to the contract holder at the 
time of his death. Except in so far as life insurance may be 
written in connection with the variable annuity contract, and 
this feature is discussed infra, the contract has no face 

value and the amount of the death benefits cannot be pre- 
determined, for they will fluctuate in direct relation to the 
investment experience of the company. 

Assuming the contract holder does not die prior to the 
maturity date and does not withdraw the fund represented by 
the value of the accumulation units to his credit prior to ma- 
turity date, he then acquires the right on that date to have the 
value of his accumulation units converted into what are called 
in the contract “annuity units.” Annuity units, like aceumu- 
lation units, represent a proportionate interest in the assets 
held by the company for the benefit of contract holders (Find- 
ing of Fact 70, R. 109). Annuity units differ from accumula- 
tion units only in that in the computation of the value of an 
annuity unit an adjustment is made to take care of such 
normal income as might be anticipated.’ Unlike accumula- 
tion units, there is no fund of annuity units which may be 
withdrawn nor may they be used for “loan” purposes. | 


(b) Insurance features 


Any purchaser of a variable annuity contract who is insur- 
able may, for additional payments, obtain a certain amount of 
decreasing term life insurance. In the case of contracts calling 
for annual payments, the initial amount of term life insurance 
in the first policy year is equal to five times the annual basic 
annuity premium. In the case of contracts calling for a single 
payment, the amount of term life insurance in the first policy 
year is equal to one-half the single payment. In both cases 
the amount of term life insurance decreases each year until, 


*See Appendix C infra, p. 60, for the precise method used to calculate 
the value of an accumulation unit and the value of an annuity unit. | 
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at the end of the fifth year, it is zero (Pl. Ex.* 2, pp. 5, 6, R. 
583)° 

A rider providing for waiver of payments in the event of 
total and permanent disability is also offered separately in 
connection with any contract sold to those who qualify phys- 
ically and who are below a certain age. The payments for the 
reducing term life insurance and for the disability benefits 
are calculated in accordance with generally accepted actuarial 
principles. 

The decreasing term life insurance and the waiver of pay- 
ments for disability are true insurance features. However, 
since these are comparatively minor features of the contract, 
they could not convert its character into that of an insurance 
policy. Appellees do not rely upon these features of the con- 
tract in their argument, for they phrased the issue in the reply 
brief filed by them in the court below: “If VALIC sold no 
contract except deferred life annuity policies—if it offered 
no term insurance or premium waiver—it would be engaged 
solely in the life insurance business, and it would be subject 
solely to the regulation of state and District insurance authori- 
ties.” Moreover, since neither the term life insurance nor the 
waiver of payments for disability need be included in the 
contracts, the basic issue must be whether those contracts 
which did not include these features need be registered under 
the Securities Act. Accordingly, for the purposes of this ap- 
peal, we can disregard the reducing term life insurance and the 
waiver of payments for disability features where they are in- 
cluded in the contracts sold by the appellees, and restrict our 
consideration to those contracts which provide only for benefits 
in terms of accumulation units and annuity units. 

However, in order to reduce plaintiffs’ exhibit one to concrete 
dollar amounts the following chart will illustrate all costs to 
the investor. It is based upon a male aged 35 who invests 
$1,000 per year for thirty years. He has decreasing term in- 
surance and the waiver of premium rider costing $39.60 per 


—- 





*“Pl, Ex.” as used herein refers to plaintiffs’ exhibits in the court below. 

* Additional term life insurance coverage is available, but there was no 
evidence that any contract had been sold with life insurance coverage in 
greater amounts than those set forth above. 
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year. He takes no loans, does not prepay any amounts, nor 
does he exercise any option during the accumulation period. 
The chart, of course, shows only the allocations of the a aes 
made.® 


! 
I 

















Year Insurance | Waiver of premium Sales load Investment 
ene 30. 83 39. 60 499. 41 | 430. 16 
2...-------- 26. 22 39. 60 115, 25 818. 93 
iol 20. 93 39. 60 115, 25 “924. 22 
14. 88 39. 60 115, 25 | $30. 27 
eae 7.97 39. 60 115. 25 | 837. 18 

39. 60 105. 64 854. 76 
6 to 10__..-- 0 |—XS—198 00 | —%2—s28 20 | —X2=4 273. 80 
39. 60 76. 83 883.57 
11 to 30..-_- 0 |X 792, 99 | x21, 586, 60 |= 17 671. 40 
Total_.._-|100. 83 1, 188 00 3, 025. 21 25, 685. 96 





How much the investor will receive or how much will be in- 
vested for his account at the end of the pay-in period are 
matters of pure speculation, for they depend entirely: upon 
the market actions of the portfolio securities. 

Assuming that the fund earns an income sufficient tp pay 
the company the 1.8% annual charge on the fund provided by 
the contract (not shown on the chart) and that the market 
value of the portfolio securities of the fund remains constant, 
the investor will be entitled to receive $25,685.96 when he 
reaches the maturity date specified in the contract. i 

At this point if he has not withdrawn any sums, he will be 
entitled to have the annuity units previously discussed credited 
to his account. The number of annuity units he receives will 
be equal to the value of an annuity unit at that date divided 
into the monthly payment set forth in a table which appears 
in the contract. It would be possible, if the value of the con- 
tract at maturity could be ascertained, to determine the first 
monthly payment. Thereafter, the payment would decrease 


*The figures used in the chart are taken from the rate book used by 
VALIC. R. 619. 


1 
\ 
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each month in which the fund did not appreciate at the rate of 
5.3% per year (3.5% the assumed earnings factor, and 1.8%, 
the amount of the principal of the fund deducted each year by 
management for its own use). The monthly payment would, 
of course, increase each month in which the fund appreciated in 
excess of that rate, i. e., 5.3% per year. 


(c) Evidence at the trial 


The evidence at the trial of this action was largely uncontra- 
dicted. Experts in various securities enterprises were called by 
the plaintiffs to describe the securities with which they were 
familiar, and in each instance it was clear that the contracts 
issued by the appellees fell within their descriptions. The 
sales literature issued by the appellees* called attention to 
the investment aspects of the contracts they were offering. 
The appeal in the sales literature was largely to the fear of the 
prospective purchaser that inflationary forces would severely 
reduce the real income he could derive from any fixed dollar 
savings program such as that which would result from the 
purchase of insurance (Pl. Ex. 21, R. 772), annuity programs 
(Pl. Ex. 19, R. 748), government bonds (Pl. Ex. 21, R. 772), 
mortgages (Pl. Ex. 19, R. 748) or similar programs which 
call for a fixed dollar payment at the end of a prescribed num- 
ber of years. VALIC said it would invest the major portion 
of the funds it recived “in equities like common stocks” (PI. 
Ex. 27, R. 802), so that rises in the stock market would be 
reflected in increases in the value of the funds being invested. 
In this way, the prospective purchaser was told, he might 
keep pace with the rising cost of living.” 


* See R. 745-804. 

“The purchaser was told what some common stock investments would 
have done in the past. He was not told the investment policy VALIC 
would pursue nor the actual experience VALIC had thus far had with its 
investments. For the fallacy in the contention that an increase in the 
cost of living would be reflected in increased stock prices see Berridge, 
Economic Facts Bearing on Some “Variable Annuity” Arguments, 24 Jour- 
nal of Insurance, Nov. 1957. 








¥ 
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(d) Decision of the court below 


The court below found the controlling facts largely undis- 
puted (R. 87). On the basis of these facts, it decided the con- 
tracts could not be easily classified as either insurance policies 
or as “securities evidencing investments or interests in invest- 
ments.” The essential characteristics of the contracts, accord- 
ing to the court, were to be found in those provisions which 
created a reserve fund of the amounts paid by contract holders 
for the purpose of investing mainly in common stocks under 
the management of the company, and from which annuity and 
other payments due to contract holders were made in amounts 
determined by the investment experience of the company 
(R. 83-84). 

“The logic of the law applied to the established facts, ” the 
court stated, “seems to bring the variable annuity contract 
within the purpose and intendment of the Securities Act, and 
the defendants within the terms and plan of the Investment 
Company Act” (R.89). Apparently, if these were the only two 
Acts involved in the litigation, the court would have granted 
the injunction. It did not enjoin the appellees because Judge 
Wilkin felt that the McCarran-Ferguson Insurance Regulation 
Act was also applicable to the contracts and that it “excluded 
all federal agencies from regulatory jurisdiction” over the com- 
panies selling those contracts (R. 90). The court found the 
McCarran Act applicable because the appellees had been “char- 
tered as insurance companies by the District of Columbia and 
their questioned contracts had been approved by the Insurance 
Superintendent of the District, and by the insurance depart- 
ments of certain states” (R. 90). If the appellees had not'been 
chartered, licensed and regulated by the District and state 
authorities and if Congress had not passed the McCarran; Act, 
the court said, “the questions raised by SEC would be answered 
by applying the rules of statutory construction to the Securities 
Act of 1933 and the Investment Company Act of 1940, and, in 
the opinion of this court, such construction would bring the de- 
fendants within the purview and purposes of those sin saa 
(R. 90). 
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This view of the contracts was also expressed in the findings 
of fact and conclusions of law. In those findings, the court com- 
pared United Funds, Inc.,” an investment company registered 
under the provisions of the Investment Company Act of 1940, 
with VALIC, and demonstrated the similarity between the 
periodic investment plan sold by United Funds, Inc., and the 
contracts sold by VALIC. In terms of operation and in terms 
of purpose,” both forms of investment were shown to be alike. 

The district court concluded that, as a matter of law, “the 
investment provisions of the variable annuity bring the con- 
tract and defendants within the purview of the Securities Act 
of 1933 and the Investment Company Act of 1940,” but that 
“under the provisions of the McCarran Act, the Superintendent 
of Insurance of the District of Columbia and insurance officials 
of the states in which the defendants have been licensed to 
transact their insurance business have exclusive regulatory 
jurisdiction over the defendants” (R. 112). Accordingly, the 
complaint was dismissed. 

The Commission and the NASD have appealed from the 


order of dismissal. 
STATUTES INVOLVED 


The relevant portions of the statutes involved are set forth 
in Appendix A. 
STATEMENT OF POINTS 


(1) The court below erred in failing to find that the contracts 
sold by appellees are securities which should be registered under 
the Securities Act of 1933. 

(2) The court below erred in failing to find that appellees 
had not sustained the burden of proving they were entitled 
to an exemption from the Securities Act under Section 3 (a) 
(8) of that Act. 

(3) The court below erred in failing to find that the appellees 
are required to register as an investment company pursuant to 
the Investment Company Act of 1940. 


32 One of the witnesses, Chauncey Waddell, was an officer of United Funds, 
Inc., and he testified during the trial to the operation of this company. 
18 Finding of Fact 95, R. 111-112. 
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(4) The court below erred in failing to find that appellees 
had not sustained the burden of proving they were entitled to an 
exemption from the provisions of the Investment Company 
Act of 1940. 

(5) The court below erred in finding that under the McCar- 
ran-Ferguson Insurance Regulation Act the Superintendent of 
Insurance of the District of Columbia and insurance officials 
in those states which have licensed appellees have exclusive 
regulatory jurisdiction over appellees. 

(6) Therefore, this Court should find that the vaciuble an- 
nuity contract is a non-exempt security, that the appellees are 
non-exempt investment companies, and this Court should di- 
rect that appellees be enjoined from further violations of ' the 
Securities Act of 1933 and the Investment Company Act of 


1940. 
SUMMARY OF ARGUMENT 


The McCarran-Ferguson Insurance Regulation Act declares 
that the several states, including the District of Columbia, shall 
continue to regulate and tax the business of insurance and that 
no act of Congress, either by silence or by implication, shall be 
construed to invalidate, impair, or supersede state regulation 
and taxation of that business. This Act was deliberately ; de- 
signed to quiet fears arising from the Supreme Court decision 
in U. S. v. Southeastern Underwriters Association that the 
federal government might invade certain of the state controls 
over the business of insurance. It was not the intent of Con- 
gress in enacting this statute to modify or revoke existing fed- 
eral requirements governing the sale of securities and the regis- 
tration of investment companies, but merely to refute any con- 
struction of a future federal statute that it might, sub silentio, 
apply to insurance companies, or that any existing federal 
statute might, by reason of the Southeastern Underwriters case, 
become applicable to insurance companies. Accordingly, if the 
Securities Act, which was enacted long before the Southeastern 
Underwriters case, requires the registration of the contracts sold 
by the appellees as securities, and if the Investment Company 


“322 U. S. 533 (1944). 


14 


Act, which also antedated the Southeastern Underwriters case, 
requires appellees to register as investment companies, the 
McCarran Act is essentially irrelevant to charges of violation of 
those statutes. The court below erred in treating the McCar- 
ran Act as an additional exemption to the Securities Act and the 
Investment Company Act. 

Even if the McCarran Act could be construed as exempting 
securities from registration which would otherwise be subject 
to registration under the Securities Act, and even if the McCar- 
ran Act could be read to exempt certain investment companies 
from the Investment Company Act, it would not be applicable 
to appellees and the contracts they sell. The McCarran Act 
prohibits the construction of any act of Congress to invalidate, 
impair or supersede any law enacted by any state for the pur- 
pose of regulating the business of insurance. The Securities 
Act and the Investment Company Act do not invalidate, impair 
or supersede any laws regulating the business of insurance. 
The Securities Act itself contains a provision which exempts 
insurance policies and annuity contracts from the scope of that 
statute. In so far as the McCarran Act also exempts such poli- 
cies and contracts, it duplicates this exemptive provision. The 
Investment Company Act also exempts from its provisions all 
insurance companies. An insurance company is defined as a 
company “whose primary and predominant business activity is 
the writing of insurance”. If the appellees are within the scope 
of the McCarran Act because they are engaged in the business 
of insurance, they would also be within the scope of the exemp- 
tion in the Investment Company Act. 

It is necessary, therefore, to consider only the question 
whether the contracts sold by appellees should be registered 
under the applicable provisions of the Securities Act and 
whether appellees are required to register under the applicable 
provisions of the Investment Company Act. 

The definition of a security in the Securities Act clearly in- 
cludes the contracts sold by the appellees, for it specifically re- 
fers to “investment contracts,” “certificates of interest or par- 
ticipation in profit sharing agreements,” and “any instrument 
commonly known as a security.” By using these broad cate- 
gories Congress showed it intended to reach all those agree- 
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ments which involved the placing of funds at risk for the 
purpose of obtaining areturn, by way of income or appreciation, 
as a result of the management of the funds of others. _The 
trappings of the document representing the agreement, whether 
as an insurance policy or as some other commodity, cannot 'con- 
ceal its essential characteristics and should not be eee 
to remove it from the scope of the Act. 

Section 3 (a) (8) of the Securities Act, which exempts insur- 
ance policies and annuity contracts, does not, as the court below 
found, remove the contracts sold by appellees from the purpose 
and intendment of the Securities Act because these contracts do 
not meet the definition of an insurance policy or an annuity 
contract as those terms are commonly understood. An insur- 
ance policy and an annuity contract are distinguishable from 
other instruments chiefly by the fact that they constitute de- 
vices for the spreading or shifting of risk from one person to 
many. Whereas the owner of a security must bear the entire 
risk of the business venture, the holder of an insurance policy 
or an annuity contract is largely unconcerned with the profits 
or losses sustained by the company. If the hazard insured 
against occurs, he receives a fixed sum. If it does not occur, he 
continues to make payments in order to bear his portion of the 
risk. A long line of cases have firmly established that payment 
of a variable sum, which fluctuates with the risk of the venture, 
will preclude an instrument from being considered an insurance 
contract. It was conceded even by the witness for appellees 
that in 1933, when the Securities Act was passed, it was a part 
of the definition of an annuity that a sum certain be payable. 
Although appellees argue that developments in the last few 
years have made obsolete this definition, they fail to demon- 
strate any support for this contention other than the fact that 
five states have permitted them to organize under the i insurance 
codes of those states. 

It is upon this fact that the court below relied in a 
the injunction requested by the Commission. We believe 
that nothing in any of the federal or state statutes delegates 
to the state insurance administrator the right to determine 
whether a given contract is subject to the federal Securities 
Act or whether it is exempt from that statute. Rather, the Se- 
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curities and Exchange Commission is charged with the initial 
responsibility for determining whether registration of a given 
contract is required. 

Similarly, appellees fall squarely within the definition of an 
investment company as used in the Investment Company Act, 
for it is undisputed that they are engaged primarily in the busi- 
ness of investing, reinvesting and trading in securities as those 
words are used in the definition of an investment company 
contained in Section 3 (a) of the Investment Company Act. 
Nor are appellees exempt from the Investment Company Act 
as an “insurance company” within the meaning of Section 
3 (c) (3) of that Act. In order to qualify for this exemption, 
appellees must have as their primary and predominant business 
activity the writing of insurance. Although some insurance 
may be written as incidental to the investment contract sold 
by appellees, their primary business is the selling of these 
contracts. If they do not qualify as insurance policies or 
annuity contracts, the business of selling them cannot qualify 
as the “business of insurance”. Appellees do not engage in any 
business other than that of writing the “variable annuity” 
contracts and the investing, reinvesting and trading in the 
portfolio securities held by them. 


ARGUMENT 


The Commission agrees with those portions of the opinion 
below and with those findings and conclusions entered by that 
court which construe the Securities Act of 1933 and the In- 
vestment Company Act of 1940 to include within their scope 
the variable annuity contracts sold by the defendants. The 
plain meaning of the statutes, the judicial decisions which have 
thus far elaborated upon the definition of “security” contained 
in those statutes, and the obvious intent of the Congress as 
gleaned from their legislative history, support the court’s 
conclusion. However, we believe the court below erred in 
holding that the McCarran Act was applicable to the contracts 
sold by defendants and that it exempted those contracts from 
the Securities Act and the defendants from the necessity of 
registering under the Investment Company Act. 
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I. The contracts issued by appellees fall within the definition 
of the term “security” as used in the Securities Act of 1933 
(a) Congress intended that contracts such as those issued by the appellees 
should be subject to the protections of the Securities Act of 1933 

It is obvious that the broad definition of “security” included 
in Section 2 (1) of the Securities Act of 1933, 15 U. Ss. C. 
§ 77b (1), goes far beyond such orthodox forms of securities as 
stocks, bonds, debentures and notes.** It includes investment 
contracts, certificates of interest or participation in a profit- 
sharing agreement, and any instrument commonly known as a 
security. It is clear from the very breadth of the list of docu- 
ments and interests enumerated that Congress intended to 
reach any arrangement which involved, in substance, a secu- 
rity transaction, no matter what form the arrangement took 
and regardless of any attempt which might be made to pattern 
the arrangement after a nonsecurity type of contract. Con- 
gress was concerned with the essence of the reciprocal obliga- 
tions, and where opportunities existed for any of the abuses 
which led to the enactment of the Securities Act, these oppor- 
tunities were curbed by subjecting the contractual arrangement 
to the investor protections contained in the Act. | 

The broad definition was not an innovation introduced by 
the federal statute. Congress merely followed the pattern 
of many state “blue sky” laws, which gave the term wide scope 
to prevent evasion of the statutory purposes.’* Securities, 
unlike most other commodities, attain value on the basis of 
the apparent potentialities for profit or the prospects for suc- 
cess of the venture they represent. It is not possible from a 
mere examination of the document to determine its true worth. 
Accordingly, prior to 1933 it was possible to sell these docu- 
ments at inflated prices on the basis of overly optimistic pre- 


* Section 2 (1) provides, in pertinent part: 

“The term ‘security’ means any note, stock, treasury stock, bond, deben- 
ture, evidence of indebtedness, certificate of interest or participation in 
any profit-sharing agreement, collateral-trust certificate, preorganization 
certificate or subscription, transferable share, investment contract, voting- 
trust certificate, certificate of deposit for a security, fractional undivided 
interest in oil, gas, or other mineral rights, or, in general, any interest or 
instrument commonly known as a ‘security,’ * * *.” 

#* See H. Rep. No. 85, 73d Cong., 1st Sess., p. 11. 
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dictions of future prospects and it was often impossible for 
the purchaser to obtain sufficient knowledge to exercise an 
informed judgment concerning the value of his purchase. The 
Securities Act of 1933 has as its major objective the addition 
to the law of sales of a doctrine imposing upon the seller the 
obligation to describe fully the “intricate merchandise” *” which 
is offered when a security is being sold. 

The potential evils at which the statute is directed are most 
apparent when the security represents an equity interest in 
@ corporation or, one step removed, represents an interest in a 
pool of common stocks which themselves represent equity in- 
terests ‘in many corporations. Under such conditions the 
security depends for its value upon so many factors which may 
be unknown to the investor, the Congress decided that the 
seller must have the affirmative obligation to disclose fully the 
pertinent financial facts about the security. The contracts 
sold by appellees are almost classic illustrations of the type of 
instruments which should be registered in order to afford the 
purchaser the full protections intended by the Securities Act. 

These protections are essential whenever an offer is made of 
an interest in an enterprise managed by someone other than 
the person who furnishes the capital, and when the entire risk 
of loss must be borne by the person furnishing the capital. 
It is especially important, under such circumstances, to por- 
tray the risks, as well as the possible profits when the interest 
is offered. The essence of a security is the placing of funds at 
risk for the purpose of obtaining a return, by way of income 
or appreciation, under the management of others, the ability 
and integrity of whom are in themselves some of the risks of 
the venture.* Judged by this standard, the variable annuity 
is certainly a security. The purchaser of such a contract fur- 
nishes the capital which is used by the company to purchase 
various traditional investments such as stocks and bonds. The 
full risk of loss from the venture is borne by the purchaser. 


™ Hughes & Co. v. 8. B. C., 139 F. 2d 434 (C. A. 2, 1943). 

* «Tt seems appropriate to observe that one of the first steps in acquiring 
& knowledge of investment is to learn that all investment operations, no 
matter what their nature, are attended with a certain degree of risk.” 
Kirshmen, Principles of Investment (2d ed. 1933), p. 14. 
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The purchaser does not participate in the management of the 
portfolio, but must rely upon the ability and integrity of the 
management of the appellees and the persons whom they em- 
ploy as investment advisers. 

In terms of the objectives of Congress when it saneteit the 
Securities Act, it is equally clear that the contracts issued by 
the appellees should be subject to the requirements of the Act. 
The only thing that a purchaser of a variable annuity knows 
with any degree of certainty is what his payments will be. 
Even if he should see the contract, and the evidence is that 
the purchaser did not see the contract until he had incurred the 
obligation (R. 361), he could not learn sufficient facts to enable 
him to exercise an informed judgment concerning the merits 
of the investment. Under such a contract the following, mat- 
ters are indeterminable: the amount payable at death if death 
should occur at any time during the term of the contract; the 
amount he is entitled to receive if he elects to cancel the con- 
tract during the accumulation period; and the amount payable 
during the annuity period, if he should survive and the con- 
tract should continue in force that long. The purchaser must 
repose blind confidence in the investment policy of the man- 
agement without knowing what that investment policy is, and 
whether management will invest in stocks, bonds, debentures 
or real estate, or simply keep the funds in the bank. In essence, 
@ purchaser commits himself to capital contributions with a 
hope of profiting from the arrangement without knowing any 
of the details concerning that arrangement. The failure of 
sellers of securities to disclose the same type of ciforinssies 
led to the enactment of the Securities Act.” 


| 

*«<During the postwar (World War I) decade some 50 billions of new 
securities were floated in the United States. Fully half or $25,000,000,000 
worth of securities floated during this period have been proved to be worth- 
less. These cold figures spell tragedy in the lives of thousands of, indi- 
viduals who invested their life savings, accumulated after years of effort, 
in these worthless securities. The flotation of such a mass of essentially 
fraudulent securities was made possible because of the complete abandon- 
ment by many underwriters and dealers in securities of those standards 
of fair, honest, and prudent dealings that should be basic to the encourage- 
ment of investment in any enterprise. Alluring promises of easy wealth 
were freely made with little or no attempt to bring to the investor’s atten- 
tion those facts essential to estimating the worth of any security. High- 
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(b) Court decisions have uniformly construed Section 2 (1) of the Securi- 
ties Act to include contracts such as those issued by the appellees 


When the courts have been confronted with the necessity for 
determining whether a particular contract or business relation- 
ship constitutes a “security,” they have invariably accorded the 
phrase a liberal construction in order to carry out the legisla- 


tive intention.” 
(1) Investment contract 


In S. £. C. v. W. J. Howey Company, 328 U.S. 293 (1946), 
the Supreme Court pointed out that the term “investment con- 
tract” used in the definition of a security in the Securities Act 
should be construed “so as to afford the investing public the 
full measure of protection.” The Supreme Court cautioned 
that “form [must be] disregarded for substance and emphasis 
* * * placed upon economic reality.” 7 

The Court in the Howey case quoted with approval a defini- 
tion in a Minnesota case, State v. Gopher Tire & Rubber Co., 
146 Minn. 52, 56, 177 N. W. 937, 988 (1920), which described an 
“investment contract” as a contract or scheme for “the placing 
of capital or laying out of money in a way intended to secure 
profit from its employment.” The Supreme Court observed 
that although “investment contract” is undefined by the Securi- 
ties Act or by relevant legislative reports, it was common in 
many state “blue sky” laws in existence prior to the adoption 
of the federal laws and this definition had been “uniformly 
applied by state courts to a variety of situations where individ- 
uals were led to invest money in a common enterprise with the 


pressure salesmanship rather than careful counsel was the rule in this 
most dangerous of enterprises.” House Report No. 85, p. 2, 73d Cong., 
ist Sess. 

» See the recent case of First National Savings Foundation v. Samp, 274 
Wisc. 118, 80 N. W. 2d 249, 256 (1956), in which the court held a plan under 
which a company furnished insurance and invested funds paid to it consti- 
tuted a “security” as that term was defined by Wisconsin law. The Wiscon- 
sin law is similar, in its definition of a security, to the Securities Act, and 
the court relied upon that provision of the statute which defined a “security” 
to include an “investment contract” and “any instrument commonly known 
as a security.” 

7328 U.S. at 298. 











| 
2] : 
expectation that they would earn a profit solely through the 
efforts of the promoter or of some one other than themselves.” ” 
“In other words,” the Supreme Court said, “an investment con- 
tract for purposes of the Securities Act means a contract, 
transaction, or scheme whereby a person invests his money in a 
common enterprise and is led to expect profits solely from the 
efforts of the promoter or a third party.” ** The contracts is- 
sued by the appellees meet this definition. 

The courts generally, in cases involving “sales” or “leases” 
of real or personal property coupled with agreements or repre- 
sentations under which the sellers provide managerial or other 
services with respect to the property upon which its titular 
owners or lessees rely for the success of their investments, have 
held the “sale” or “lease” in combination with such collateral 
arrangements constituted a “security” within the meaning of 
federal and state securities laws. The Howey case, but one of 
many such cases, involved the sale of small parcels of acreage 
in a large citrus grove development, along with a service con- 
tract for the cultivation, harvesting and marketing of the crop 
and the remittance of the net proceeds to investors. Investors 
were predominantly business and professional people who could 
not and did not expect to care for the acreage themselves. Like 
defendants-appellees herein, the defendants in the Howey case 
offered their services as experts in the management of the prop- 
erty entrusted to their care by the investors. The risk of profit 
or loss in that case, as in this, fell upon the investor but'the 
investor had no interest or control over the day-to-day manage- 
ment of the enterprise. In the Howey case, as here, the de- 
fendants contended that they were not selling a security ‘be- 
cause the contract had other incidents. In the Howey case it 
was the deed to land rather than a document termed an “insur- 
ance” contract to which the defendants pointed as evidence of 
the fact that the contract did not involve the sale of a security. 

The Supreme Court ignored form and looked to the substance 
of the transaction. It found that “the respondent companies 


=Td. at 301. 
*Id at 298-299. 
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are offering something more than fee simple interests in land, 
something different from a farm or orchard coupled with man- 
agement services. They are offering an opportunity to contrib- 
ute money and to share in the profits of a large citrus fruit en- 
terprise managed and partly owned by respondents * * *. All 
the elements of a profit seeking business venture are present 
here. The investors provide the capital and share in the earn- 
ings and profits; the promoters manage, control and operate 
the enterprise. It follows that the arrangements whereby the 
wnvestors’ interests are made manifest involve investment con- 
tracts, regardless of the legal terminology in which such con- 
tracts are clothed.” * 

The Howey case was not the first Supreme Court case to 
involve construction of the term “security” as used in the 
Securities Act. Several years earlier the Court had occasion 
to pass on the applicability of the statute to the sale of oil 
leasehold interests coupled with representations that the ven- 
dor would prove the productivity of the land by drilling an 
exploration well. There, too, the Court decided that a “se- 
curity” was involved which should have been registered with 
the Commission. S. F.C. v. C. M. Joiner Leasing Corp., 320 
U.S. 344 (1943). In that case the Court referred specifically 
to the numerous instances under both state and federal law in 
which transactions were considered subject to the securities 
statutes because they involved those characteristics which the 
laws sought to subject to their disclosure provisions. For in- 
stance, it was regarded as significant that the interests involved 
could be subject to the speculative desires of the purchasers 
and might have a high degree of volatility. Instances of ar- 
rangements falling within the judicial definition of a security, 
although those arrangements had no additional aspects, were 
referred to in the Court’s opinion as follows: 


One’s cemetery lot is not ordinarily thought of as an 
investment and is most certainly real estate. But when 
such interests become the subjects of speculation in con- 
nection with the cemetery enterprise, courts have held 
conveyances of these lots to be securities. Matter of 


* 328 U. S. at 299-300 [emphasis supplied]. 
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Waldstein, 160 Mise. 763, 291 N. Y. 8S. 697; Holléway Vv. 

Thompson, 42 N. E. 2d 421 (Ind. App.). For other i in- 
stances where purported sales of property have been held 
“investment contracts” see S. E. C. v. Crude Oil Corp., 
93 F. 2d 844 (interest in oil royalties sold as bill of sale 
for specified number of barrels of oil); S. #. C. v. Tung 
Corporation, 32 F. Supp. 371; S. E. C. v. Bailey, 41 F. 
Supp. 647 (land bearing tung trees, to be developed by 
seller); S. E. C. v. Payne, 35 F. Supp. 873 (silver foxes) ; 
Prohaska v. Hemmer-Miller Development Co., 256 Til. 
App. 331 (farm land, to be paid for with proceeds of crops 
raised by vendor); Kerst v. Nelson, 171 Minn. 191, 213 
N. W. 904 (land to be cultivated as a vineyard by a third 
party); Stevens v. Liberty Packing Corp., 111 N. J. Eq. 

61, 161 A. 193 (rabbits). 7° 


Other instances have included securities disguised als sales 
of pecan orchards,* popcorn vending machines,” muskrats,” 
oyster bottom acreage,”* shares in fishing boats,®° and whiskey 
bottling and sales contracts.** The Commission’s administra- 
tive interpretation of the term “investment contract” has been 
equally consistent with the foregoing decisions. It is set forth 
in an opinion published in 1941." As a consistent sa ad 


* 320 U. S. 344 at 352, n. 10. 

* U. 8. v. Brough et al., unreported, W. D. Okla., No. 13707, 1941. 

707. 8. v. Backmeier (S. D. Ohio, Oct. Term 1941), affirmed, sud nom. 
Ascher et al. v. U. 8., 143 F. 2d 592 (C. A. 6). 

* State v. Robbins, 185 Minn. 202, 240 N. W. 456 (1932). 

*8. EB. C. v. Cultivated Oyster Farms Corp., unreported, 18. E. c. Jud. 
Dec. 672 (S. D. Fla. 1939). 

”S§. E. O. v. Pyne, 33 F. Supp. 988 (D. Mass., 1940); 8. EB. C. v. Pune, 
39 F. Supp. 434 (D. Mass., 1941). 

="§. EH. CO. v. Bourbon Sales Corp., 47 F. Supp. 70 (W. D. Ky., 1942) ; 
Penfield Co. of Cal, v. 8. EB. C., 143 F. 2d 746 (C. A. 9), cert. denied, 323 
U. S. 768 (1944) ; and JU. 8. v. Carter and Co., 56 F. Supp. 311 (W. D. Ky., 
1944). 

= In re National Resources Corporation, 8 8, E. C 635, 637 (1941). In this 
opinion, the Commission thus expressed its understanding of the common 
thread underlying the various cases which have turned on the definition of 

an “investment contract” : 

“Thus, transactions which, in form, appear to involve nothing more than 
the sale of real estate, chattels, or services, have been held to be investment 
contracts where, in substance, they involve the laying out of money by the 
investor on the assumption and expectation that the investment will return 
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trative construction for 16 years, this view is entitled to great 
weight.* 

A common denominator in all these cases has been the fact 
that, in each instance, the managers of the enterprise used some 
of the money supplied to them to perform services which were 
for the common benefit of all investors, all of whom shared in 
the profits or losses from these services, and the return was not 
a sum certain but fluctuated in direct relation to the success 
or failure of the enterprise. The tangible items sold were part 
of a contract under which the managers sought to employ the 
money paid so that each contract holder would share pro rata, 
in proportion to his payment, in the fruits, if any, of the 
management services. 

This is, in substance, a description of the interest offered 
the purchasers of the contracts from the appellees. Under the 
terms of the contracts, payments, or “investments” as one wit- 
ness called comparable payments,™ were made to the appellees 
in return for an undertaking by the appellees to manage the 
funds and to apply any profits or losses which might result 
from that management to the interest held by the purchasers 
of the contracts. It is true that the document received by the 
purchasers after making their initial payment looked like an 
insurance policy. Some of the contracts also included pro- 
visions which are normally found in insurance policies, such as 
the provision for decreasing term life insurance which could be 
written in conjunction with the contract. Neither of these 
features, however, changes the fundamental character of the 
agreement between the appellees and those who purchase the 
contracts.* The chief inducement offered to the investors, 


a profit without any active effort on his part, but rather as the result of the 
efforts of someone else.” 

= U.S. v. Shreveport Grain & Elevator COo., 287 U. 8. 77 (1932) ; Norwegian 
Nitrogen Products Co. v. U. 8., 288 U. S. 294 (19383) ; Skidmore v. Swift € 
Co., 323 U. S. 184 (1944) ; Commissioner v. Flowers, 326 U. S. 465 (1946) ; 
S. E. CO. v. Associated Gas & Electric Co., 99 F. 2d 795 (C. A. 2, 1988); 
Doyle v. Milton, 73 F. Supp. 281 (S. D. N. Y. 1947). 

* R, 362. 

% As we pointed out earlier, appellees do not rest their claim to insurance 
treatment upon the decreasing term life insurance and the waiver of 
premium for total disability provisions. 
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both orally and in the written sales material, was the hope of 
profit resulting from the investment acumen of the manage- 
ment and the assurance that a part of the payments would be 
used to purchase securities. The record is clear that the pur- 
chasers were motivated when they made their purchases in 
large part by the desire for speculative profits which might 
enable them to keep pace with any rise in the cost of living. 
Any insurance feature which may have been present in any of 
the contracts was incidental to these dominating considera- 
tions. As one court which considered a similar problem (in 
connection with the sale of live silver foxes along with a ranch- 
ing agreement) pointed out: “True the documents on’ their 
face, and judged according to form, appear to be contracts of 
sale; true the purchaser is given title and the right to possession 
of the animal or animals mentioned in the contract; true’ there 
are other indicia of ownership such as marking of the animals 
for each individual ‘purchaser,’ the recording in the proper 
office of the ‘bill of sale’ in the name of the purchaser and the 
payment of personal tax on each animal. Nevertheless, vew- 
ing the various transactions by and large and all the surround- 
ing circumstances you can conclude only that these transactions 
were investments.” ** The court then went on to call attention 
to the fact that “Many in this world of ours desire to make 
money without effort. Men and women in all professions, busi- 
ness men and women with good incomes, have an innate desire 
to increase their income or their principal. They do this by 

so-called investments. They venture into realms of which 
they know nothing. All the literature of the defendant appeals 
to this urge.” * 

Most of the cases which have arisen under Section 2 (1) of 
the Securities Act have relied upon that portion of the defini- 
tion of a security which refers to an “investment contract” as a 
security. As we have shown, the interests sold by appellees 
meet all the requirements of an “investment contract.” The 


36 §. EF. C. v. Payne, 35 F. Supp. 873, 878 (S. D. N. Y. 1940). 

371d. at 878. See the literature of appellees which describes the general 
nature of investments that might be made, but carefully refrains from 
promising such investments or investment results. Plaintiff's exhibits 
Nos. 19-22, 24-27 (R. 745-792, 795-804). 
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contracts:may also be described as “certificates of interest or 
participation in a profit sharing agreement” and “interests or 
instruments commonly known as securities” within the mean- 
ing of those terms as they are used in the definition of a security 
in the statute. 


(2) Certificate of interest or participation in a profit-sharing agreement 


Appellees freely concede that the dominant purpose of their 
contracts was to provide a fund and a retirement income which 
might be able to keep pace with the rising cost of living. This 
is precisely what has long distinguished the sale of securities 
from the sale of other commodities. Historically, the owner- 
ship of an equity interest in a company or, as it is described in 
the statute, an interest in a profit sharing agreement, has been 
considered a hedge against inflation. 

By including in the definition of a security “a certificate of 
interest or participation in any profit-sharing agreement,” an 
“investment contract,” and “any interest or instrument com- 
monly known as asecurity,” the Act clearly focuses its attention 
upon all instruments or interests which contemplate that the 
purchaser will have an opportunity to participate in profits 
made from realized and unrealized capital gains and as a result 
of income producing activities. 

As soon as a purchaser of one of the contracts sold by ap- 
pellees makes his first payment, there is credited to his account 
accumulation units valued according to the past investment 
experience of appellees and he acquires a right to participate in 
all of the profits resulting from the investment activities of 
the appellees. The basic contract sold by the appellees (R. 
84) describes this participation in paragraphs 4, 18, 19, 20, 21 
and 22. Paragraph 4 points out that a portion of the “basic 
annuity premium” will be used “to provide accumulation 
units”. Thereafter, at the end of each month a “net invest- 
ment rate” which reflects the “total investment experience of 
the company” and is “based on the investment income and 
capital gains and losses, realized and unrealized, and Jess the 
sum of federal income taxes and other taxes, if such other taxes 
are measured by investment income,” is applied to the accumu- 
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lation units which have been provided to the investor under 
paragraph 4 of the contract to increase or decrease his holdings. 
Paragraph 19 points out that the dollar value of an accumula- 
tion unit is determined by applying this investment factor to 
the value of the accumulation unit at the beginning of the 
period. 

Similarly, the value of the annuity units is determined by 
the application of the same “net investment factor” as is used 
in adjusting the value of accumulation units. Participation in 
@ profit-sharing agreement could hardly be stated more clearly 
or more concisely. The fluctuations in the interest held by the 
holders of accumulation units and annuity units are a direct 
reflection of the profits or losses enjoyed or suffered by the 
company.* 

Unless appellees can provide the contract holders with ratte 
from their management of the portfolio they will be unable to 
serve that function which their sales literature emphasizes. 
The purchaser of a variable annuity contract hopes to receive 
from his agreement with the appellees an opportunity to par- 
ticipate in the profits accruing to the appellees and the contract 
holders from the company’s management of the investment 
portfolio. | 


(3) An “interest or instrument commonly known as a security” 


Section 2 (1) of the Securities Act enumerates 16 types of 
instruments in its definition of a security and concludes with a 
general statement that “any interest or instrument commonly 
known as a ‘security’ ” should also be included within the defini- 
tion. Most of the common types of securities are specifically 
mentioned in the definition. In order to give meaning to 
this additional phrase, therefore, it must be regarded as an 
effort to express the intention of the Congress to include within 
the definition those instruments or interests which do not con- 
form precisely to traditional classifications of securities but 
which are so similar in operation and effect that they are re- 


* Plaintiffs’ Exhibits Nos. 8-C and 3-O (R. 682 and 644) showing the 
manner in which the “net investment factor” is calculated clearly demon- 
trate this fact. These exhibits stand in the record uncontroverted. 


453170—58——5 
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garded as securities. In this way the definition can remain 
elastic, attempts to circumvent the statutory purposes by vary- 
ing the instrument being sold can be prevented, and there is 
some assurance that all instruments which fall within the same 
general classification will be subject to the same regulation. 

All of the witnesses from the securities industry testified to 
the basic similarity between the incidents of the contracts sold 
by the appellees and the interests acquired by purchasers of 
investment companies. Although there is little uniformity 
among investment companies in either their operations or the 
rights which they confer upon their security holders, there is 
no doubt, and it appears to be conceded, that the person who 
has a right to participate in profits made through manage- 
ment of the portfolio is a security holder. The purchaser, 
whether his interest takes the form of a mere bookkeeping 
entry or whether he actually receives a contract or a stock 
certificate to represent that interest, holds an “interest or 
instrument commonly known as a security.” 

Thus, despite the wide variety of investment companies, 
they grant to their security holders a common bundle of rights. 
This bundle of rights is very similar to that which is held by 
the purchaser of the contracts here in issue. Perhaps the in- 
vestment company plan closest to that which is sold by the 
appellees is the United Accumulative Fund described by the 
witness Chauncey Waddell.*® Under this plan, which the wit- 
ness characterized as a periodic investment plan, the purchaser 
enters upon 2 unilateral contract to pay a designated amount 
of money periodically until the maturity date selected in ad- 
vance. Although the company is bound under the contract if 
the payments are made, the purchaser is not obligated to make 
payments. This is the relationship between appellees and the 
purchasers of their contracts. 

The money received by the company pursuant to the periodic 
investment plan, after deductions for sales and other charges, 
is applied to the purchase of shares of United Accumulative 
Fund, a diversified open end management investment com- 
pany. The funds then become part of a common pool of capi- 
tal, which is invested in a diversified portfolio of securities. 


* R. 338-346. 
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This is precisely what is done with the funds received by the 
appellees from the purchasers of their contracts. The i income 
and capital gains or losses of the portfolio held by the company 
selling a periodic investment plan are reinvested and used to 
increase or decrease the interests of the purchasers of the plan. 
Appellees operate in exactly the same manner. 

The full risk of gain or loss from investment of the portfolio 
assets is borne by the purchasers of periodic investment plans. 
The company guarantees no payments and predicts no results. 
As a matter of fact, investment company literature under the 
Commission’s Statement of Policy *° may not make any fore- 
cast concerning expected profits and losses. The only fixed 
dollar amount in the contract is the amount of the payment. 
Appellees’ operations also place the risk of profit or loss in the 
portfolio upon the purchasers of the contracts. Appellees do 
not guarantee any future payment. 

Under both the periodic payment plan and the plan offered 
by appellees, some insurance may be purchased. Under the 
periodic payment plan a small portion of each periodic pay- 
ment is applied to the cost of decreasing term insurance on 
the life of the plan holder (Pl. Ex. 16, R. 741-742). This 
insurance may continue for the life of the plan. Similarly the 
contracts sold by appellees may include a decreasing term 


’ insurance policy. Although a five-year decreasing term policy 


is most common, it is possible to purchase a longer policy. It 
is true that the company issuing the periodic investment plan 
does not itself write the insurance, but arranges for its issuance 
pursuant to a contract with the John Hancock Mutual Life 
Insurance Company, whereas appellees write their own in- 
surance but reinsure a portion with the Lincoln National Life 
Insurance Company. However, since under both contracts the 
insurance feature is merely an incidental benefit, we do not 
regard the fact that the company issuing periodic investment 
plans does not write its own insurance as significant. _ 
Throughout the trial appellees placed great stress upon an 
asserted guarantee which they offered to purchasers of deferred 
contracts which assured the purchaser that he would receive 


“Investment Company Act Release No. 2621. 
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@ variable annuity based upon an existing mortality table, no 
matter what changes might be necessary in future mortality 
tables in order to compensate for the trend toward increased 
longevity. Basically, this asserted guarantee is illusory. Cer- 
tainly good business judgment would dictate the use of a 
mortality table which would already take into account the 
trend toward increased longevity, and the new mortality table 
used by appellees does so. In the unlikely event that the trend 
toward increased longevity is accelerated beyond that con- 
templated by the appellees’ tables, this factor would not con- 
vert the contract from a security into insurance. Similar con- 
tracts are sold today by investment companies, and there is no 
contention that such plans are not instruments which are 
commonly known as securities (Pl. Ex. No. 48, R. 805-813). 

Finally, appellees urge that their contracts differ from 
those which are sold by investment companies in that there 
is no right in the contract holder to withdraw his proportion 
of the portfolio assets once the annuity payments have begun, 
and that the contract holder may receive annuity payments 
for life without exhausting his interest in the fund, no matter 
how long he lives. No investment company, as yet, issues 
such a plan, and it would be fruitless to speculate upon the 
right of an investment company to do so. However, invest- 
ment companies may and do provide for systematic liquida- 
tion of capital as well as the payment of income during the 
retirement period. With investment companies and appellees 
alike, the amount of the payments must depend upon the 
investment experience of the company. With a disastrous in- 
vestment experience, the payments during the annuity period 
that the purchaser would receive might amount to very little 
or nothing, even though such payments are “guaranteed pay- 
ments for life.” On the other hand, if the investment ex- 
perience should be spectacularly successful, the holder of the 
investment company shares as well as the purchaser of a con- 
tract from the appellees would be assured of a comfortable in- 
come for life. Accordingly, it is the similarity between the 
two types of contract which gives the essential meaning to 
them and which governs the benefits which the purchasers of 
both contracts receive. 
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II. The contracts issued by appellees are not eligible for the 
exemption accorded insurance policies and = contracts 
by the Securities Act of 1933 


Section 3 (a) (8) of the Securities Act, 15 U. 8. C. § 77c 
(a) (8), exempts from the registration provisions “any insur- 
ance or endowment policy or annuity contract or optional 
annuity contract, issued by a corporation subject to the super- 
vision of the insurance commissioner.” If, therefore, the con- 
tracts issued by the appellees are insurance policies or annuity 
contracts within the meaning of those terms as used in the 
Securities Act, registration of the contracts under that Act 
would not be necessary. The court below found that “the 
logic of the law applied to the established facts seems to bring 
the variable annuity contract within the purpose and intend- 
ment of the Securities Act,” (R. 89) and rejected the conten- 
tion of the defendants that Section 3 (a) (8) made it unneces- 
sary to register the contracts with the Commission. We 
believe there is ample authority to support this conclusion. 

The Securities Act of 1933 is remedial. As such, it should 
be interpreted liberally if “the will of Congress” is not to be 
“thwarted.” ** The exemptive provision should be construed 
narrowly,” and any person claiming to be within that iexemp- 
tion has the burden of proving that he belongs 'to the 

exempted class.* 

Although the terms “insurance policy” and “annuity con- 
tract” are not defined in the Act, it is abundantly clear from 
the background of the legislation, its purpose, and the general 
understanding of those terms at the time the Act was passed, 
that contracts such as those issued by the appellees are not 
exempt. It has long been established that it is the function 
of insurance to enable an individual subject to a particular 


“ Black v. Magnolia Liquor Company, 78 S. Ct. 106, 109 (1957), citing 
8. B.C. v. C. M. Joiner Leasing Corp., 320 U. S. 344, 358, 355 (1943). 

“Spokane & Inland Empire R. R. Co. v. U. S., 241 U. S. 344! (1916) ; 
Detroit Edison Co. v. 8. HE. C., 119 F. 2d 730 (C. A. 6, 1941); 8.: BE. C. v. 
Sunbeam Gold Mines Oo. et al., 95 F. 24 699 (C. A. 9, 1938). 

“gs. E. C. v. Ralston Purina Co., 346 U. S. 119 (1953); Rentatiner v. 
Buffalo R. & P. Ry. Co., 205 U. S. 1 (1907) ; Hartford Gas Co. v. 8. EB. C., 
129 F. 2d 794 (C. A. 2, 1942) ; Electric Bond & Share Co. v. S. E. C., 92 F. 
2d 580 (OC. A. 2, 1937). 
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risk to safeguard himself by spreading the risk over a group 
of people who are exposed to the same risk.“ The insurance 
policy is the contract under which a person, company or group 
of persons who accept the risk agree to pay a specified sum 
upon the occurrence of that risk.* In the variable annuity 
the risk of loss is borne by the contract holder. 

The insignificant insurance elements sometimes issued with 
the variable annuity do not entitle it to be characterized as 
insurance for this Court pointed out in Jordan v. Group Health 
Association, “That an incidental element of risk distribution 
or assumption may be present should not outweigh all other 
factors.” This Court went on to say, “If attention is focused 
only on that feature, the line between insurance or indemnity 
and other types of legal arrangement and economic function 
becomes faint, if not extinct. * * * The question turns, not 
on whether risk is involved or assumed, but on whether that 
or something else to which it is related in the plan is the 
principal object and purpose.” 

The major risk when securities are purchased is that the 
interest acquired will depreciate in value. This is borne en- 
tirely by the investor. On the other hand, a true insurance 
policy imposes no risk on the policyholder. The entire risk of 
loss is borne by the insurer, who promises to pay a fixed sum 
upon the occurrence of the casualty insured against. In the 
words of the court, “If there is no risk, or there being one it is 
not shifted to another or others, there can be neither insurance 
nor indemnity.” ** Indeed, “investment risks,” as one of the 
witnesses for appellees testified, “are not insurable because 
they do not satisfy the essentials of insurance risk.” * 


“ Helwering v. Le Gierse, 312 U. S. 531, 539 (1941); Huebner, Life In- 
surance (4th ed. 1950), p. 1. 

“In Home Title Insurance Company v. U. S., 50 F. 24 107 (C. A. 2, 1931), 
the court stated: “The business of insurance consists in accepting a number 
of risks, some of which will involve losses, and of spreading such losses 
over all the risks so as to enable the insurer to accept each risk at a 
slight fraction of the possible liability upon it.” 

“71 App. D. C. 38, 46-47, 107 F’. 2d 239, 247-8 (1939). 

“ Jordon v. Group Health Association, 71 App. D. C. 38, 44, 107 F. 2d 239, 
245 (1989). 

“RB. 460. 
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When, therefore, an insurance company assumes all of the 
risks of loss and imposes no risk upon the policyholder, the Act 
provides an appropriate exemption. There is no need for the 
full disclosure requirements concerning the nature and extent 
of the risk, for the investor (or policyholder) would have no 
more than a peripheral interest in those considerations since 
that risk is being borne by others. In assuming the risk of loss, 
the true insurance policy provides for at least a minimum pay- 
ment of a fixed sum. 

It has been firmly established by the overwhelming geicht 
of authority that “the basic function of life insurance is to 
guarantee an estate of a stated amount, live or die.” *” Al- 
though life insurance and annuities have opposite objectives, in 
that life insurance provides against the hazard of dying too 
soon, whereas the annuity provides against the hazard of living 
too long, both are devices for the sharing or distribution, of 
particular risks under a contract calling for the payment of a 
specified sum when the hazard occurs. This is a far ery from 
the sharing of investment risks. As long ago as the early part of 
the seventeenth century, Sir Edward Coke, sitting as: Lord 
Chief Justice of the King’s Bench, defined an annuity as “the 
yearly payment of a certain sum of money.” * Since then the 
courts have uniformly applied the same test in determining 
whether a particular payment falls within a statutory provision 
applicable to insurance or annuities. ** As recently as last year 
the California courts have stated: 


“The annuity is a periodic payment which is pevable 
unconditionally. * * * Where an annuity is created the 
annuitant is entitled to the stipulated payments per 
annum, 2rrespective of the earnings derived from a par- 
ticular corpus or fund.” [Emphasis supplied.] * 


49 Huebner, Life Insurance (4th ed. 1950), p. 38. 

50 Quoted in Mehr and Osler, Modern Life Insurance (1949), p. 10; Wol- 
ford, Insurance Cyclopedia (London, 1871), p. 98. 

51 The authorities are collected in Bellinger, et al., The Meaning and 
Usage of the Word “Annuity,” 9 Journal American Society Chartered Life 
Underwriters 261 (1955) ; Haussermann, The Security in Variable sais ani 
Insurance Law Journal (1956) 382. 

52 Estate of Luckel, 151 A. C. A. 539, 546, 312 P. 2d 24, 29, 30 (1957), quot- 
ing Estate of Markham, 28 Cal. 2d 69, 73, 168 P. 2d 669, 673 (1946). 
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Variations in this language may be adopted but, as one of the 
witnesses for the appellees pointed out, before 1952 no other 
concepts of an annuity could have been possible.** A leading 
authority on annuities, in a book published in 1933, the date 
when the Securities Act was passed, stated: 


Briefly defined, an annuity represents a series of cer- 
tain payments, generally equal in amount, made at uni- 
formly recurring intervals of time to a named person or 
persons during the continuance of a specified condition 
or status. * * * There is a difference, strictly speaking, 
between an annuity and a periodic income. While an 
annuity, as previously stated, represents a definite sum 
guaranteed to be paid, an income is made up of net 
profits after deducting all necessary expenses and 
charges, and, therefore, may be indefinite in amount. 
An annuity does not vary by reason of profit or 
income.™ 


Appellees rely upon the fact that annuity forms may be 
encountered under which the right of payment varies from 
time to time. Expert witnesses produced by them testified 
that a “variable annuity” was a new form of annuity which 
represented a development in insurance concepts. As even the 
appellees’ own witness conceded, and as the cases we have 
cited demonstrate beyond any doubt, at least until 1952 no one 
defined an annuity in terms which would include the variable 
payment provided by the contracts being sold by defendants. 
Although it was conceivable that the size of the payments 
might not be constant, it was a prerequisite that they vary in an 
orderly fashion, either increasing or decreasing by arithmetical 
or geometrical progression, or with relation to a fixed unit of 
value. The authorities cited by appellees themselves express 
this opinion. 

= Appellees’ witness MacLean stated: “Any definition of an annuity 
which was promulgated, written, prior to the year 1952, naturally did not 
contemplate or include within its terms the possibility of a variable an- 
nuity” (R. 490). 

54 Crobaugh, Annuities, and Their Uses (1933), p. 25. 

55 R. 490. 4 

56 Jordan, Life Contingencies, pp. 50-52; Proceedings of the Casualty 
Actuarial Society, Vol. 23, Part II, No. 28, May 13, 1927, reprinting “The 
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Since the variable annuity is a new type of contract and is 
authorized in relatively few states, there is a paucity of deci- 
sional law dealing with these contracts. We are aware of only 
two cases which have dealt with analogous contracts.” The 
courts in each case found that it was improper to construe such 
contracts as insurance. In each instance the contracts were 
framed to look like insurance contracts, insurance terminology 
was used, and an attempt was made to sell these contracts as 
insurance policies. In both cases the courts rejected this 
attempt to sell an “investment” as “insurance.” In Coastal 
States Life Insurance Company v. Kelly * the state insurance 
commissioner ordered the Coastal States Life Insurance Com- 
pany to cease and desist from selling what was called an “estate 
builder contract.” The contract indicated that the insured 
would be charged a premium of $500 per year, of which $100 
might be invested in an “estate builder account.” The com- 
pany invested the sums in this account and any and all income 


Early History of the Annuity” by Edwin H. Kopf; Pitman’s Dictionary 
of Life Assurance (1930) p. 61; Crobaugh, Annuities and Their Uses (1933), 
p. 38. | 

In the court below the appellees stressed two other cases, Haberman 
v. The Equitable Life Assurance Society of the United States, 224 F. 2d 
401, 225 F. 2d 837 (C. A. 5, 1955), cert. denied, 350 U. S. 948 (1956), and 
In re Supreme or Cosmopolitan Council of Brotherhood of Commonwealth, 
193 Misc. 996, 86 N. Y. S. 2d 127 (Sup. Ct. 1949). The Haberman case 
held merely that an annuity contract was not within the definition of a 
security contained in the Texas Securities Act. The case arose !because 
there is no exemption in the Texas Securities Act for annuity contracts. 
We do, and indeed must, concede that annuity contracts are exempt from 
the Securities Act of 1933. The question is whether what the appellees 
are selling is an “annuity contract” entitled to the exemption contained in 
the Act. In resolving this question the Haberman case is of no assistance. 

The Supreme or Cosmopolitan Council of Brotherhood of Commonwealth 
case was a nisi prius decision in New York, holding that a fraternal 
benefit society was “doing an insurance business.” There was no discussion 
in that case of securities or the meaning of the word “security” nor 
whether the contractual arrangements between the fraternal benefit society 
and its members could be described as a security. Even the discussion of 
the word “annuity” in that case was keyed to the particular statutory 
definition there involved. We are unaware of any other citation’ by the 
appellees of authority for their contention that the contracts sold by them 
should be exempted from the registration provisions of the Securities Act. 

* Court of Common Pleas, Richland County, South Carolina, June 1955, 
unreported. A copy of this opinion will be furnished the Court at the 


argument. 
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derived from these investments would be added to the principal 
and reinvested. During the sixth, twelfth, and eighteenth an- 
niversaries of the contract the amounts in the account would 
be totalled and credited to the policyholder. 

The insurance company petitioned for a review of an order 
of the insurance commissioner. The court held that this was 
“an investment scheme which violates not only the letter and 
spirit of the South Carolina [insurance] statute but is con- 
trary to the purpose and theory of life insurance” and upheld 
the order. The court stated: 


Investment funds, of course, are in popular usage and 
serve a useful and proper purpose, but when promo- 
tional schemes for such funds invade the field of insur- 
ance under the guise of “life insurance,” the statutes 
governing life insurance come into play and must be 
liberally construed so as to protect the public. 


In that case it was argued, as appellees argued in the court 
below, that the distribution of profits realized from investment 
should be considered “as analogous to the payment of divi- 


dends, as generally made by life insurance companies.” To this 
the court replied: 


There is a distinction between dividends payable to 
stockholders and those payable to policyholders. 29 
A. J. Insurance, page 49. In this connection, see New 
York Life Insurance Company vs. Chaves, 153 Pac. 303, 
where the following is stated: 

“The term dividend as used is technical and well 
understood in insurance circles and as so understood has 
a widely different significance from that ordinarily 
termed ‘dividend.’ It operates merely to abate or 
reduce the stipulated premium called for by the contract 
of insurance to the extent and for the reason that it has 
been deemed by experience that the policyholder paid 
for his insurance during the preceding year more than 
it actually costs the company to carry the risk. This 
excess payment represents not profits or receipts, but 
an overpayment. 
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The other case, Spellacy v. American Life Insurance Associa- 
tion,” involved a contract strikingly similar to that being sold 
by appellees. It was described as a “variable endowment con- 
tract.” Defendant in that action was duly licensed ‘by the 
Insurance Commissioner of Connecticut to carry on its affairs 
as a fraternal benefit society. It was empowered, therefore, 
to issue to its members “term, life, endowment and annuity 
certificates and combinations thereof.” Early last year‘ it filed 
with the Insurance Commissioner a proposed contract which it 
called an “insurance policy” providing for a “variable endow- 
ment” payable to the insured at the end of the term stated i in 
the “policy.” The variable endowment was payable in terms 
of “units” rather than in terms of a sum certain. Each unit 
represented an initial investment of one dollar in the variable 
endowment fund. A specific portion of each annual premium 
paid by the insured was allocated to this fund, the corpus of 
which, pursuant to the terms of the “policy,” was ; 


invested and reinvested by the defendant in common 
stocks, equity-type securities, and other lawful invest- 
ments. The avowed purpose of the variable endowment 
fund is to afford the insured, upon the expiration jof the 
term stated in the policy, not payment in depreciated 
dollars but the advantage of payment in the form of a 
participation in a fund appreciated, it is hoped, by in- 
vestment and savings. In common parlance, the fund 
represents an effort to hedge against inflation. 


The Insurance Commissioner and the Bank Commissioner 
of Connecticut brought an action for a declaratory judgment 
and for an injunction against the fraternal benefit society to 
restrain it from issuing these contracts on the ground that they 
were not insurance or endowment policies. In its opinion 
granting the injunction and holding that the defendant in the 
action could not issue such contracts under the provisions of the 
insurance laws of the state, the court considered first the mean- 
ing of the word “endowment” as used in the Connecticut stat- 


° 144 Conn. 346, 131 A. 2d 834 (1957). 
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utes and in the defendant’s charter and concluded it required 
the payment of asum certain. Thecourt stated: 


An endowment policy is one whereby “the insurer agrees 
to pay to the insured a certain sum at the end of a 
certain period, or if he dies before the expiration of 
the term fixed, to pay the amount to a person desig- 
nated as beneficiary.” 1 Cooley, Insurance (2d ed.), 
p. 32; Central States Life Ins. Co. v. Morris, 202 Ark. 
969, 973, 155 S. W. 2d 333. The defendant argues that 
its proposed policy does provide for the payment of a 
fixed amount, albeit that amount is measured, not in 
terms of dollars, as the death benefit is, but in terms of 
“units.” These units concededly have a fluctuating 
value and represent aliquot portions of the variable en- 
dowment fund in which a part of each premium has 
been invested. Stated briefly, the endowment rights 
are in the form of shares in an investment trust. It is 
true that the settlement of the endowment will be in 
cash, unless an option for a different mode of settlement 
is exercised. The dollar amount of the settlement, how- 
ever, is fixed by the value of the units as shares in the 
variable endowment fund, which could be substantially 
more, or substantially less, than $10,000. 


The contract which the defendant in that case proposed to 
issue also included a “variable annuity option.” Upon the 
exercise of this option the society agreed to grant a variable 
annuity certificate, or policy, for any of five types of annuity 
payments. As in the case of the contracts issued by VALIC 
and EALIC, the dollar return from the annuity units to be 
issued by the fraternal benefit society would fluctuate with 
the value and the amount of return from the corpus of the 
fund from which the annuities were paid. 

The court held that this feature of the contract was also 
outside the authorization in the statutes permitting the issuance 


' @437 A. 2d at 838. 
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of “term, life, endowment and annuity certificates and combi 
nations thereof.” It stated: 


We have said that an annuity is a yearly payment of 
a certain sum of money granted to another in fee, or 
for life, or for a term of years, charging the person of 
the grantor only. Itis a stated sum, payable annually. 
Strakosch v. Connecticut Trust & Safe Deposit Co., 96 
Conn. 471, 491, 114 A. 660; Bartlett v. Slater, 53'Conn. 
102, 107, 22 A. 678; Commissioner v. Hale, 315 Mass. 
556, 53 N. E. 2d 675. Insurancewise, it has the same 
meaning. 1 Appleman, Insurance Law & Practice, 
§ 81; 1 Couch, Insurance, p. 38. . The policy to be issued 
under the annuity option would provide for the pay- 
ment, not of a fixed amount of money, but of an uncer- 
tain sum, which is quite different from the legal con- 
cept of the word “annuity.” Here again, the legisla- 
ture employed a term generally used and understood, 
and it must be assumed that it did so intending that 
annuity payments should be in definite oe of 
money.™ 


In that case, as here, the defendant contended that it Lata 
like any insurance company, pay to its insureds money in the 
form of dividends. It asserted that these dividends, like the 
return of an investment in the stock of a corporation, could 
vary in amount. It therefore argued that there could be an 
annuity within the meaning of the Connecticut statutes even 
if the payments fluctuated in accordance with the investment 
results obtained by the fraternal benefit society amiatiapetnieat of 
the fund. | 
The court rejected this contention, stating: | 
An annuity, however, is very different from a dividend, 
which, in the insurance world, is “the return to policy- 
holders of funds derived from their premiums not used 
and not needed for the purpose for which they were 
paid.” Fuller v. Metropolitan Life Ins. Co., 70 Conn. 


“Id. at p. 8389. 
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647, 666, 41 A. 4; 3 Appleman, Insurance Law & Prac- 
tice, § 1954. The sale of an interest in an investment 
fund from which the purchaser derives a periodic re- 
turn because of his participation in the fund is a per- 
fectly legitimate, and in recent years an increasingly 
common, venture. Itis totally different from insurance 
with endowment and annuity provisions, because the 
element of protection which is the very nature of in- 
surance is lacking. See Fawcett v. Iron Hall, 64 Conn. 
170, 205, 206, 207, 29 A. 614.% 


There is a further parallel between the Connecticut case and 
the case at bar in that there, too, the defendant argued that 
the payment of an endowment or an annuity in dollars did 
not necessarily guarantee the payment of a certain and fixed 
sum because the purchasing power of the dollar had depre- 
ciated in recent years and there was no assurance that the value 
of the endowment as contemplated by the insured at the time 
of the issuance of the contract would remain constant. The 
court recognized that the dollar might depreciate, but stated 
that whereas such depreciation was an economic risk which 
an insured ran, the person payable in units ran not only eco- 
nomic risks but also the risk of depreciation from factors other 
than economic. It stated: 


There is a real distinction, however, between the gen- 
eral depreciation in the value of the dollar and the 
depreciation which may occur in the value of units in 
a variable endowment or annuity fund such as is con- 
templated in the present case. The former is due to 
widespread economic factors affecting all alike. The 
latter may be due to such factors, reflected in a general 
decline in the market value of securities rather than in 
the depreciation of the dollar, but it may also be due to 
possible poor judgment or lack of skill in the manage- 
ment of the investments in the particular fund. When 
an endowment or annuity is payable in a specified 
number of dollars, an insured runs the risk of deprecia- 
tion of the dollar. When it is payable in variable en- 


“Id. at p. 840. 


a 
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dowment or annuity units, he runs the risk of deprecia- 
tion of the unit, measured in dollars, including the 
added risk that it may be depreciated by reason of 
factors not traceable to general economic conditions. 
The defendant escapes this type of risk and transfers 
it to the insured.* ! 


The contracts sold by the appellees impose the entire risk 
of investment experience, which reflects both market fluctua- 
tions and the quality of effective managerial judgment, upon 
the purchasers of the contracts. In doing this, the appellees 
make the mortality risks illusory. Although mortality tables 
are used in various actuarial computations under the contract, 
they do not serve an insurance function, for the actuarial 
computation does not result in any “assurance” that the pur- 
chaser of the contract will receive any funds when the hazard 
insured against occurs. During the accumulation period the 
contract holder has a right to what is called a “cash surrender 
value.” As we have seen, this cash surrender value is merely a 
reflection of his interest in a portfolio of securities. Obviously, 
the appellees assume no risk during this period except to the 
extent that a term insurance policy may have been issued in 
connection with the contract for a variable annuity. During 
the payout or “annuity” period, actuarial principles are used 
to calculate the number of annuity units to which the contract 
holder is entitled. Since these annuity units represent no 
absolute right to any sum of money, “the amount ultimately 
to be paid under an annuity is aleatory and contingent” as 
appellees have said, and, therefore, “rebuts any contention 
that such a policy can be regarded as any kind of ‘evidence of 
indebtedness’.” * Therefore, the mortality tables are not used 
for the purpose of computing any absolute right to a sum of 
money which the contract holders may have under their con- 
tracts, but only to measure a proportionate interest in'an in- 
vestment fund. To the extent the mortality experience is used 
it cannot be considered a major aspect of the contract. | 


*Td. at p. 840. | { 
“Pp, 54, appellees’ brief in the court below. + 
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III. Appellees are investment companies subject to regulation 
under the Investment Company Act of 1940 


The court below concluded that the appellees were “within 
the purview of * * * the Investment Company Act of 1940.” 
It based this conclusion upon findings which indicated a strik- 
ing similarity between the operation of appellees and that of 
United Funds, Inc., an investment company registered under 
the provisions of the Investment Company Act of 1940.© 


(a) Appellees fall within the definition of an investment company in the 
Investment Company Act 


The statute defines an investment company as an issuer 
which “is or holds itself out as being engaged primarily, or pro- 
poses to engage primarily, in the business of investing, rein- 
vesting, or trading in securities”; or as an issuer which “is en- 
gaged or proposes to engage in the business of investing, 
reinvesting, owning, holding, or trading in securities.” There 
is little doubt but that the appellees are engaged in the business 
of investing, reinvesting and trading in securities. It is by 
means of this investment and reinvestment that they purport 
to enable the purchasers of the contracts to keep pace with the 
cost of living. It is around this investment and reinvestment 
that all of their operations, other than sales, are centered. An 
investment adviser is employed and prominently featured in 
their sales literature. Their assets consist almost exclusively of 
investments in securities. The success or failure of the com- 
pany will depend largely upon the success or failure of its in- 
vestment experience. 

The intention of the Congress, as gleaned from the Commit- 
tee reports, was to provide for the regulation of those companies 
which provided “a medium for public investment in common 
stocks and other securities.” °’ It was precisely the method of 
operation employed by appellees which compelled the enact- 
ment of the Investment Company Act. If appellees are per- 
mitted to operate outside the scope of that Act there would be 


“8. 110. 
“R. 86. 
“S. Rep. No. 1775, 76th Cong., 3d Sess., p. 2. 
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available a ready means of evasion. Companies could be 
formed which would offer shares or interests in a common fund 
and, by incorporating under an insurance code, sell these inter- 
ests without regard to the strict regulation Congress felt was 
essential if the investors were to be protected. The basis of the 
investment policy could be changed at will by the managers 
of the company, there would be no control over the amount of 
information which is disclosed to investors at the time they 
are offered their participations, and insiders could easily use 
the assets for purposes not in the best interests of the inves- 
tors without running any risk in view of the nature of their 
obligation to the investors to pay only what the actual invest- 
ment experience of the company dictated. ! 


(b) The appellees are not eligible for the exemption atensiielt 4 insurance 
companies by the Investment Company Act of 1940 


Appellees rely principally upon the exception contained in 
Section 3 (c) (3) of the Investment Company Act for their 
claim to exclusion from the scope of the Investment Cpmpany 
Act. 

This section exempts from the Investment Company Act 

“any bank or insurance company.” An insurance company is 
defined in Section 2 (a) (17) of the Investment Company Act 
as a company “whose primary and predominant business activ- 
ity is the writing of insurance.” As we have pointed out, the 
contracts sold by appellees are primarily and predominantly 
securities. The business of appellees, therefore, is primarily 
and predominantly that of selling securities and investing and 
reinvesting the proceeds from those sales for the benefit of the 
security holders. Such insurance as may be sold in connection 
with the sale of the security, as the appellees themselves appear 
to concede, does not affect the character of their business ac- 
tivity. The insurance plays so small a part in either the induce- 
ment to the purchaser or in the scheme and purpose of appel- 
lees’ activity that it cannot be considered “their pataiy and 
predominant business activity.” © ! 

“See South Caroling Public Service Authority v. Federal Power Com- 
mission, 200 F. 2d 78 (C. A. 4, 1952). 
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In the one case decided by an appellate court under a claim 
that a company was entitled to an exemption from the defini- 
tion in Section 3 (a) of the Investment Company Act, the 
Court of Appeals for the Third Circuit pointed out that the 
Commission “was justified in and required to take the sum 
total of the activities” of the person claiming the exemption in 
reaching its determination whether that person was subject to 
the Investment Company Act.” In that case it was contended 
that the Bankers Securities Corporation, which had substantial 
interests in department stores and in real estate, was not “pri- 
marily engaged” in the business of investing and reinvesting 
in securities. The Commission rejected this contention after 
examining all the facts presented to the Commission, and the 
order of the Commission denying the petition of Bankers Se- 
curities Corporation for an exemption was affirmed. 

It should be noted that a company may be an investment 
company and, indeed, is specifically defined as an investment 
company, even though it issues contracts in which there are 
contingent reserves for death and disability benefits. Section 
28 (a) (2) (G), 15 U.S. C. § 80a— 28 (a) (2) (G), requires 
certain investment companies to maintain “such appropriate 
contingency reserves for death and disability benefits * * * 
on any such certificate providing for such benefits or rights as 
the Commission shall prescribe by rule, regulation, or order 
based upon the experience of face-amount companies in rela- 
tion to such contingencies.” 


IV. Registration pursuant to the Securities Act and the In- 
vestment Company Act will not contravene the McCarran- 
Ferguson Insurance Regulation Act 


Despite the conclusion reached by the court below that “the 
investment provisions of the variable annuity bring the con- 
tract and the defendants within the purview of the Securities 
Act of 1933 and the Investment Company Act of 1940” and 
the finding that the contracts issued by appellees fall “within 
the purpose and intendment of the Securities Act,” ™ the court 


” Bankers Securities Corp. v. 8. HB. O., 146 F. 2d 88, 92 (C. A. 3, 1944). 
* R. 112, conclusion of law No. 3. . 
2R. 89. 
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below dismissed the application for an injunction filed by the 
Commission. It based this dismissal upon its construction of 
the McCarran-Ferguson Insurance Regulation Act (“Mc- 
Carran Act’), 15 U. S. C. §§ 1011-1015. That Act declares 
“that the continued regulation and taxation by the several 
states of the business of insurance is in the public interest” and 
prohibits any act of Congress from being construed “to invali- 
date, impair, or supersede any law enacted by any state for 
the purpose of regulating the business of insurance.” 


(a) The registration of securities and investment companies is not aflected 
by the McCarran Act 


A construction by a court that the registration provisions of 
the Securities Act or the registration provisions of the Invest- 
ment Company Act were applicable to the contracts in issue 
would not invalidate, impair or supersede any state laws regu- 
lating the business of insurance. The complaint, as we have 
pointed out, charges appellees with selling securities. If the 
allegations of the complaint are true, the only state laws which 
could be affected are those regulating the sale of securities. 

On the other hand, if the allegations in the complaint are not 
supported by the evidence, the action must fail whether or not 
the “business of insurance” is involved. We believe, Ree, 
that the McCarran Act is not relevant. 

Moreover, the Securities Act contains a specific exemption 
for insurance policies and annuity contracts.” It is only if 
the contracts being sold are insurance policies or annuity con- 
tracts that the question would be reached of whether the Mc- 
Carran Act would apply to the business of the company selling 
those contracts. Accordingly, the unavailability of an exemp- 
tion from the registration provisions of the Securities Act would 
mean that the contracts are not insurance policies or annuity 
contracts and are, therefore, not within the purview of the 
McCarran Act. The court below attached considerable sig- 
nificance to and based its opinion upon the fact that appellees 
were “chartered, licensed, and regulated by District and state 
authorities” and their contracts had been “approved” by the 


Section 3 (a) (8),15 U.S.C. § 7c (a) (8). | 
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Insurance Superintendent of the District. Indeed, it appears 
that the sole basis for dismissing the complaint was this fact. 
Thus, in spite of “the logic of the law” and the overwhelming 
evidence which indicated that the contracts were not insur- 
ance policies or annuity contracts but were subject to the Se- 
curities Act and the Investment Company Act, the court below 
exempted them from the Securities Act because the company 
selling them had incorporated under the Insurance Code of 
the District of Columbia. 

The nature of a contract must be determined by its economic 
incidents and not by the act of one of the parties in his selection 
of the method and form of incorporation. Certainly the 
McCarran Act cannot and does not purport to restrict the right 
of the judicial authorities to determine the basic economic 
nature of a contract. 

Obviously, approval by state insurance authorities of a con- 
tract cannot establish that contract as “insurance” beyond the 
power of the courts to determine whether this was justified. 
In Jordan v. Group Health Association,* Group Health Asso- 
ciation was incorporated as a nonprofit corporation under the 
District of Columbia Code, but sought to provide medical 
services and hospitalization benefits. The Superintendent of 
Insurance contended this was an “insurance” service and 
sought to establish his right to supervision over the organiza- 
tion. This Court rejected the construction of the statutes 
advanced by the insurance superintendent. The Superin- 
tendent of Insurance occupies the same relationship to the 
policies and contracts filed with and approved by him as any 
other administrator of a department of government. He may 
make a determination concerning whether he will seek the aid 
of a court to enforce the insurance code or whether he will 
refuse to approve contracts because they do not meet the 
standards of the law, but these powers do not vest in him any 
right to oust the Commission of its jurisdiction over them.” 


™107 F. 2d 239 (C. A. D. C. 1989). 

“See State v. Towle, 80 Me. 287, 14 Atl. 195 (1888), where the court 
said: 

“It does not seem probable that the legislature intended to commit to the 
care of the commissioner the business of illegal or illegitimate insurance 
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The logical extension of this concept would permit any state 
which asserted jurisdiction over the insurance features of an 
investment company plan to thereby exempt that company 
from the provisions of the Investment Company Act. This 
would lead to wholesale nullification of the Act. : 

The McCarran Act was designed to quiet fears arising from 
the Supreme Court’s decision in U. S. v. Southeastern Under- 
writers Association ™ in which the Court held that the business 
of insurance conducted across state lines was interstate com- 
merce and the prohibitions of the Sherman Act applied to it. 
Prior to that decision the Court had held that the business 
of insurance was not commerce” and the states had built up 
separate systems of laws taxing and regulating the sale of 
insurance policies within their boundaries. The McCarran 
Act allowed the states to continue their regulation of the “busi- 
ness of insurance” but it was “not the intent of Congress in the 
enactment of this legislation, to clothe the states with any 
power to regulate or tax the business of insurance beyond that 
which they had been held to possess prior to the decision of 
the United States Supreme Court in the Southeastern Under- 
writers case.” ™ 

The right of the Commission prior to the Sauhaiadaen 
Underwriters case to require the registration of securities and 
to require investment companies to register Is not and has 
never been challenged. Since the McCarran Act did not and 
was not designed to disturb the pattern of federal regulation 
as it existed prior to the Southeastern Underwriters case, it 
should not be construed to deprive the public of the protections 
and benefits incident to registration under the Securities Act 
and the Investment Company Act. 


companies. It would be tolerating instead of condemning them. He has 
the power to issue and suspend licenses. But there must be canse for 
either act. * * * His business is to deal with such companies as can, 
when licensed, issue legal policies. His act cannot confer legality upon 
companies doing illegal business.” [Emphasis supplied.] | 

To the same effect, see Moresh v. O’Regan et al., 120 N. J. Eq. 534, 187 
Atl. 619, rev’d on jurisdiction grounds, 192 Atl. 831 (1937) ; State v. Taylor, 
56 N. J. L. 49, 27 Atl. 797 (1893) ; Commissioner v. Community Health 
Service, Inc., 129 N. J. L. 427, 30 A. 2d 44 (1943). | 

% $22 U. S. 533 (1944). 

® Paul v. Virginia, 75 U. S. 168 (1869). 

" H. Rep. 143, 79th Cong., Ist Sess. 
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(b) The McCarran Act may permit the exercise of jurisdiction by both the 
Insurance Commissioner and the Securities and Exchange Commission 


It is outside the scope of this litigation to determine to 
what extent the contracts of the appellees are subject to the 
supervision of the Superintendent of Insurance of the District 
of Columbia. The issue in this litigation is solely concerned 
with the question of whether the contracts sold by the appel- 
lees must be registered with the Securities and Exchange 
Commission and whether appellees must register as invest- 
ment companies. However, since a good deal of stress has 
been placed by the appellees upon the fact that the Superin- 
tendent of Insurance has approved the contracts, we will com- 
ment briefly upon this fact. 

Although the contracts being sold by appellees are, from 
every point of view, securities as that term is defined by the 
Securities Act and the Investment Company Act, there are 
some features which may result in insurance coverage for the 
purchasers of the contracts. For instance, when term life in- 
surance is sold as part of the contract, the purchaser receives 
@ coverage which he could have received if he had taken out 
&@ separate term insurance policy, and if this term insurance 
was the sole, or even the primary, feature of the contract there 
would be no doubt about the right of the Superintendent of 
Insurance and the Insurance Code of the District of Columbia 
to regulate it. We express no opinion concerning the rights 
of the Superintendent of Insurance or the extent to which 
the District of Columbia Code is applicable to this feature of 
a contract when it is included in a security transaction such 
as that offered and sold by the appellees. So far as we are 
aware, this is a matter of first impression * and need not be 
decided in this case. However, the appellees have in fact, in 
their eagerness to subject themselves to insurance regulation, 


™ When insurance features have been included in the sale of investment 
company shares, the investment companies have connection with used 
legal reserve life insurance companies to place these contracts. Although 
the securities salesmen have in at least six states and the District of 
Columbia been required to apply for licenses as insurance salesmen when 
they sell the investment company shares with insurance features, invest- 
ment companies themselves have refrained from issuing the insurance 
(R. 350). 
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incorporated under the Insurance Code and obtained the ap- 
proval of the Superintendent of Insurance for their contracts. 
We find no inconsistency between allowing the Superintendent 
of Insurance to exercise a jurisdiction over all the insurance 
phases of the contract and requiring the security to be regis- 
tered under the Securities Act. But it is incongruous to per- 
mit regulation over minor, nonessential portions of a contract 
to deprive the public of the protections prescribed by Congress 
in the Securities Act. 

The McCarran Act prohibits the construction of any act 
of Congress so as “to invalidate, impair or supersede” the state 
insurance laws. It does not prohibit, and nothing in its legis- 
lative history indicates any intention on the part of Congress 
to prohibit, dual regulation which does not interfere with the 
effect of either the state or the federal regulatory agency.” 
Obviously, Congress has not either expressly or impliedly 
abandoned its policy regarding the extent to which issuers of 
securities must disclose essential information to investors. If, 
ultimately, the contract is held to be a security which has 
features that are subject to state insurance regulation, the 
protective provisions of the securities laws should be applied 
for the protection of the members of the public who peas 
these contracts. 

The regulatory pattern to which the McCarran Act eltumed 
the construction of federal statutes specifically contemplated 
dual regulation by the state insurance authorities and the 
Securities and Exchange Commission for Section 24 (d) of the 
Investment Company Act, 15 U. S. C. § 80a~-24 (d), specifi- 
cally provides that the exemption in Section 3 (a) (8) of the 
Securities Act for insurance policies and annuity contracts 
shall be unavailable to investment companies. The Invest- 
ment Company Act therefore recognizes concurrent jurisdic- 
tion by state insurance authorities and the Securities and 
Exchange Commission over the investment companies that 


might issue insurance policies. 


* Section 18 of the Securities Act and Section 50 of the es Com- 
pany Act have served as the basis for long and successful a be- 
tween state and federal securities authorities. 
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The decisions which have thus far interpreted the McCarran 
Act are consistent with this view. Prudential Insurance Com- 
pany v. Benjamin, 328 U.S. 408 (1946); Maryland Casualty 
Company v. Cushing, 347 U.S. 409 (1954). In U.S. v. Syl- 
vanus, 192 F. 2d 96 (C. A. 7, 1951), the court held that an 
indictment for fraud under the mail fraud statute in connec- 
tion with the attempt by the defendant to sell insurance 
policies, did not involve federal regulation of insurance busi- 
ness. The court stated: 


It was not the intent of the Congress, by its passage of 
the McCarran Act, to surrender control of the use of the 
mails or to cease to authorize the federal courts to 
determine whether the mails have been utilized in at- 
tempted execution of a scheme to defraud * * *™ 


Two recent Federal Trade Commission cases have upheld the 
McCarran Act in the face of attempts by the Federal Trade 
Commission to apply the Federal Trade Commission Act ™ to 
interstate insurance advertising. In each instance the courts 
held that the states had adopted provisions regulating such 
advertising, and that therefore the Federal Trade Commission 
could not supersede the provisions of these statutes. Apart 
from the fact that these two cases clearly involve insurance 
business and not securities business, it is obvious that both the 
Federal Trade Commission and the state securities laws sought 
to operate on the same narrow features of the insurance busi- 
ness. Under these circumstances the courts found that the 
McCarran Act precluded the Federal Trade Commission from 
exercising jurisdiction. As we have pointed out, the Securi- 
ties Act and the Investment Company Act deal with entirely 
different aspects of the contracts sold by the appellees than are 
governed by the Insurance Code. Concurrent jurisdiction is 


” At p. 100. 

"15 U.S. C. $§ 41 et seq. 

"= Certiorari has been granted by the Supreme Court in both cases and 
they are presently awaiting argument in that Court. Federal Trade Com- 
mission Vv. National Casualty Co., 245 F. 2a 883 (C. A. 6, 1957), cert. granted, 
78 8. Ct. 120; Federal Trade Commission v. American Hospital and Life 
Insurance Company, 243 F. 2d 719 (C. A. 5, 1957), cert. granted, 78 S. Ct. 
119. 
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| 
not only a possibility, but has been a fact for many years when 
insurance companies have sold their stock to the public. 

The pattern of the Securities Act itself contemplates regis- 
tration under that Act of the securities issued by insurance 
companies. Section 3 of that Act exempts certain enumerated 
classes of securities from the registration requirements. Con- 
gress was careful in specifying the exemptions to indicate 
whether it was all of the securities issued by a particular issuer 
which were to be exempt or whether it was only a particular 
class of securities issued by the issuer which would be exempt. 
Thus, any security issued or guaranteed by the United States 
is exempt,“ any security issued by a person operating exclu- 
sively for charitable purposes is exempt,** any security issued 
by a building and loan association is exempt,®* any security is- 
sued by a common carrier subject to Section 20a of the Inter- 
state Commerce Act is exempt,” and any certificate issued by a 
receiver or trustee in bankruptcy, with the approval of the 
court, is exempt.* The exemption in Section 3 (a) (8) differs 
from the other exemptions in that it exempts only insurance or 
endowment policies and annuity contracts or optional annuity 
contracts issued by corporations subject to the supervision of 
insurance authorities. It does not exempt any other class of 
security issued by any corporation subject to the state insur- 
ance authorities. There is, therefore, a clear implication that 
securities issued by insurance companies must be registered 
with the Securities and Exchange Commission even though 
the insurance company itself is subject to a degree of regula- 
tion by the state insurance authorities. 

The only question before the Court under the Investment 
Company Act is whether appellees are investment companies 
subject to the registration requirements, a question ia ale is 
not affected by the McCarran Act. 


= Report of the Securities and Exchange Commission on S. 2054, Feb. a4, 
1957, 85th Cong., 1st Sess. 

“Section 3 (a) (2). 

* Section 3 (a) (4). 

™ Section 3 (a) (5). 

* Section 3 (a) (6). 

* Section 3 (a) (7). 
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CONCLUSION 


For the reasons stated, we believe the court below erred in 
failing to enjoin the appellees from violating Section 5 of the 
Securities Act of 1933, as amended, 15 U.S. C. § 77e, and Sec- 
tion 7 (a) of the Investment Company Act of 1940, 15 U.S. C. 
§ 80a-7 (a). 

Respectfully submitted. 

Tuomas G. MEEKER, 
General Counsel, 
Danret J. McCacteyr, ZJr., 
Associate General Counsel, 
Myer FeLtpMAN, 
Special Counsel, 
Pace ReicH, 
Attorney, 
Securities and Exchange Commission, 
Washington 26, D. C. 
Dated January 1958. 
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APPENDIX A 


Statutes INVOLVED 


Section 2 (1) of the Securities Act of 1933 (48 Stat. 743 15 
U.S. C., Sec. 77b (1) ) provides: 


Sec. 2. When used in this title, unless the context 
otherwise requires— 

(1) The term “security” means any note, Mind 
treasury stock, bond, debenture, evidence of indebted- 
ness, certificate of interest or participation in any 
profit-sharing agreement, collateral-trust certificate, 
preorganization certificate or subscription, transferable 
share, investment contract, voting-trust certificate, cer- 
tificate of deposit for a security, fractional undivided 
interest in oil, gas, or other mineral rights, or, in general, 
any interest or instrument commonly known as 4 “se- 
curity,” or any certificate of interest or participation in, 
temporary or interim certificate for, receipt for, guaran- 
tee of, or warrant or right to subscribe to or purchase, 
any of the foregoing. 


Section 3 (a) (8) of the Securities Act of 1933 (48 Stet. 74; 
15 U.S. C. 77¢ (a) (8)) provides: 


Src. 3. (a) Except as hereinafter expressly provided, 
the provisions of this title shall not apply to any of the 
following clasete of securities : | 

cd * « 

(8) Any insurance or endowment policy or annuity 
contract or optional annuity contract, issued by 4 
corporation subject to the supervision of the insurance 
commissioner, bank commissioner, or any agency or 
officer performing like functions, of any State or Terri- 
tory of the United States or the District of Columbia; 


(53) 
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Section 5 of the Securities Act of 1933 (48 Stat. 74; 15 eB 
U.S.C. Sec. 77 (e)) provides: 


Sec. 5. (a) Unless a registration statement is in ef- 
fect as to a security, it shall be unlawful for any person, 
directly or indirectly— , 

(1) to make use of any means or instruments of 4 
transportation or communication in interstate com- | 
merce or of the mails to sell such security through the : 
use or medium of any prospectus or otherwise; or , 

(2) to carry or cause to be carried through the mails 
or in interstate commerce, by any means or instruments 
of transportation, any such security for the purpose of = 
sale or for delivery after sale. Me 

(b) It shall be unlawful for any person, directly or : 
indirectly— 

(1) to make use of any means or instruments of 
transportation or communication in interstate com- 
merce or of the mails to carry or transmit any prospec- 
tus relating to any security with respect to which a 
registration statement has been filed under this title, 
unless such prospectus meets the requirements of sec- 
tion 10; or 

(2) to carry or to cause to be carried through the 
mails or in interstate commerce any such security for 
the purpose of sale or for delivery after sale, unless ac- 
companied or preceded by a prospectus that meets the 
requirements of subsection (a) of section 10. 

(c) It shall be unlawful for any person, directly or 
indirectly, to make use of any means or instruments of 
transportation or communication in interstate com- 
merce or of the mails to offer to sell or offer to buy 
through the use or medium of any prospectus or other- 
wise any security, unless a registration statement has 
been filed as to such security, or while the registration 
statement is the subject of a refusal order or stop order 
or (prior to the effective date of the registration state- 
ment) any public proceeding or examination under 
section 8. 
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Section 3 (a) (1) and 3 (2) (3) of the Investment Com- 
pany Act of 1940 (54 Stat. 797; 15 U.S. C. 80a-3 (a) a) and 
(8) provide: 


Sec. 3. (a) When used in this title, “investment com- 
pany” means any issuer which— 

(1) is or holds itself out as being engaged primarily, 
or proposes to engage primarily, in the business of in- 
vesting, reinvesting, or trading in securities; 


* * + * ad 


(3) is engaged or proposes to engage in the business of 
investing, reinvesting, owning, holding, or trading in 
securities, and owns or proposes to acquire investment 
securities having a value exceeding 40 per centum of 
the value of such issuer’s total assets (exclusive of 
Government securities and cash items) on an uncon- 
solidated basis. 


Section 3 (c) (3) of the Investment Company Act o Stat. 
797; 15 U.S.C. 80a-3 (c) (3)) provides: 


(c) Notwithstanding subsections (a) and (b), none 


of the following persons is an investment company 
within the meaning of this title: 7 


* = & & 


(3) Any bank or insurance company; * * * ! 


An insurance company is defined in Section 2 (a) (17) of the 
Investment Company Act (54 Stat. 797; 15 U.S. C. 80a-2 
(a) (17) as— ! 

(a) When used in this title, unless the context other- 
wise requires— | 
& * * # 

(17) “Insurance company” means a company which is 
organized as an insurance company, whose primary and 
predominant business activity is the writing of insurance 
or the reinsuring of risks underwritten by insurance 
companies, and which is subject to supervision by the 
insurance commisisoner or a similar official or agency of 
a State; or any receiver or similar official or any liqui- 
dating agent for such a company, in his capacity as such. 
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Section 7 (a) of the Investment Company Act of 1940 
(54 Stat. 797; 15 U.S. C. Sec. 80a-7 (a)) provides: 


Sec. 7. (a2) No investment company organized or oth- 
erwise created under the laws of the United States or of 
a State and having a board of directors, unless registered 
under section 8, shall directly or indirectly— 

(1) offer for sale, sell, or deliver after sale, by the use 

of the mails or any means or instrumentality of interstate 
commerce, any security or any interest in a security, 
whether the issuer of such security is such investment 
company or another person; or offer for sale, sell, or 
deliver after sale any such security or interest, having 
reason to believe that such security or interest will be 
made the subject of a public offering by use of the mails 
or any means or instrumentality of interstate commerce; 

(2) purchase, redeem, retire, or otherwise acquire or 
attempt to acqiure, by use of the mails or any means or 
instrumentality of interstate commerce, any security or 
any interest in a security, whether the issuer of such 
security is such investment company or another person; 

(3) control any investment company which does any 
of the acts enumerated in paragraphs (1) and (2); 

(4) engage in any business in interstate commerce; or 

(5) control any company which is engaged in any 
business in interstate commerce. 

The McCarran-Ferguson Insurance Regulation Act (59 Stat. 
33; 15 U.S. C. 1011-1015) provides in pertinent part: 


Be it enacted by the Senate and House of Representa- 
tives of the United States in Congress assembled, That 
the Congress hereby declares that the continued regula- 
tion and taxation by the several States of the business 
of insurance is in the public interest, and that silence on 
the part of the Congress shall not be construed to impose 
any barrier to the regulation or taxation of such business 
by the several States. 

Src. 2. (a) The business of insurance, and every person 
engaged therein, shall be subject to the laws of the 
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several States which relate to the regulation or taxation 
of such business. 

(b) No Act of Congress shall be construed to favall- 
date, impair, or supersede any law enacted by any State 
for the purpose of regulating the business of insurance, 
or which imposes a fee or tax upon such business, unless 
such Act specifically relates to the business of insurance: 
Provided, That after January 1, 1948, the Act of July 2, 
1890, as amended, known as the Sherman Act, and the 
Act of October 15, 1914, as amended, known as the 
Clayton Act, and the Act of September 26, 1914, known 
as the Federal Trade Commission Act, as amended, shall 
be applicable to the business of insurance to the extent 
that such business is not regulated by State law. 


+ + * * * 


Sec. 5. As used in this Act, the term “State” ineludes 
the several States, Alaska, Hawaii, Puerto Rico, Guam, 
and the District of Columbia. 





APPENDIX B 


Contracts ISSUED BY VALIC 


ls, Bie dscns s Contract number DA-1000 
A deferred variable life annuity (R. 125). 
Pl. Ex. 6-A-1.. Contract number 1000-9-55 
A deferred variable life annuity issued prior 
to Aug. 15, 1956 (R. 196). 
Pl. Ex. 6-B.... Contract number U—1020-9-55 
A deferred variable life annuity without de- 
creasing term insurance issued prior to Aug. 
15, 1956 (R. 202). 
Pl. Ex. 6C..... Contract number S—1001-9-55 
A single premium deferred variable life an- 
nuity issued prior to Aug. 15, 1956 (R. 
202-3). 
Pl. Ex. 6D..... Contract number 1A—1010-9-55 
A single premium immediate variable life an- 
nuity issued prior to Aug. 15, 1956 (R. 203). 
Pl. Ex. 6E..... Contract number 1L—1011-9-55. 
A single premium joint end last survivor im- 
mediate variable life annuity issued prior to 
Aug. 15, 1956 (R. 204). 
Pi. Ex. 6F..... Contract number 1L-1012-9-55. 
A single premium immediate variable life an- 
nuity with ten years payments guaranteed 
issued prior to Aug. 15, 1956 (R. 204). 
PL, Ex. 6G..... Contract number PT-1040-2-56 
A deferred variable life annuity issued prior 
to Aug. 15, 1956 (R. 205). 
PL Ex. 6H..... Contract number G—1050-2-56 
A group variable annuity issued prior to Aug. 
15, 1956 (R. 205-6). 
ts eo le eee Contract number SL-1000 
A single premium variable life annuity with 
norefund at death (R. 206-7). 
(58) 
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Contract number JCS-1000 | 

A single premium joint and last survivor 
variable annuity with no refund at the 
death of the last survivor (R. 207-8). 

Contract number T. C.—1000 

A single premium variable life annuity with 
ten years guaranteed payments in case of 
premature death (R. 208). 

Contract number PT-1000 

A pension trust deferred variable annuity 
contract (R. 208-9). 

Contract number G. D. A.-1000 

. A group variable annuity deposit adminis- 
tration (R. 209). 

Contract number G. M. U. P.-1000_ 

A group variable annuity money or unit 
purchase (R. 209-10). 
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No. 14,253 
SECURITIES AND ExcHancE Commission, Appellant, 
Vv. 


Variable Annuity Lire Insurance Company or AMERICA, 
Inc., and Equiry Annuity Lire Insurance Company, 
Appellees. 





No. 14,254 
NationaL AssociaTION oF Securities Deatens, Inc., 
Appellant, 
Vv. 
VariaBLe AnNuity Lire Insurance Company or AMERICA, 


Inc., and Equity Annuity Lire Insurance Company, 
Appellees. 
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Washington 6, D. C. 
/ yy 4 Attorneys for 
orn 4). astern” The Equity Annuity Life 
CLERK Insurance Company, 
Appellee 





Press or Brron S. ADAMS, WASHINGTON, D. C. 








QUESTIONS PRESENTED 


1. Did Congress intend that ‘‘the business of insurance’’ 
as used in the MecCarran-Ferguson Act, should be de- 
fined by the SEC or defined by the statutes and insur- 
ance authorities of the forty-eight States? 


2. In enacting Section 3(a)(8) of the Securities Act of 
1933, did Congress intend that ‘‘annuity contract... 
issued by a corporation subject to the supervision of the 
Insurance Commissioner,’’ should be defined by the 
SEC or by the statutes and insurance authorities of 
the forty-eight States? 


3. In enacting Section 2(a)(17) of the Investment Com- 
pany Act of 1940, and in defining an insurance company 
as a ‘‘company which is organized as an insurance com- 
pany, whose primary and predominant business activity 
is the writing of insurance . .. and which is subject to 
supervision by the Insurance Commissioner, or a simi- 
lar official or agency of a State’’ did Congress intend 
that SEC or the statutes and insurance authorities of 
the forty-eight States should determine what constitutes 
an insurance company within this definition? 
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IN THE 


United States Court of Appeal 


For THE Disreicr or CotumBia Crrcuir 





No. 14,253 
Securities anD Excuance Commission, Appellant, : 
v. : 


VaniaBLE ANNuITY Lire Insurance CoMPANY OF AMERICA, 
Inc., and Equiry Annuity Lire Insurance GOMER, 
Appellees. 





No. 14,254 


NationaL ASSOCIATION oF SEcuRITIES DEALERS, Iwe., ” 
Se | 
v. 


VaRIABLE ANNUITY Lire InsuRANCE COMPANY OF Amenica, 


Inc., and Equrry Annuity Lire Insurance Company, 
Appellees. 





Appeals from the United States District Court for the | 
District of Columbia | 





BRIEF FOR APPELLEE, EQUITY ANNUITY LIFE 
INSURANCE COMPANY 





SUMMARY OF ARGUMENT 


I. Congress in enacting the Securities Act of 1933, the 
Investment Company Act of 1940 and the NMoCareaus 
Ferguson Insurance Regulation Act of 1945, was well 
aware of the long history of the efficient State regu- 
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lation of the insurance industry and was giving its 
approval to such continued State regulation and deny- 
ing the statutory constructions for which the SEC here 
contends. 


JI. In both the Securities Act and the Investment Com- 
pany Act, Congress carefully and explicitly excluded 
insurance and annuities from SEC regulation because 
insurance and annuities were already fully regulated 
by the States and assertion of jurisdiction over them 
by the SEC could only cause a fundamental clash be- 
tween the States and the Federal government. 


III. The public interest has long been protected in all re- 
spects by the plenary State regulation of insurance 
companies and their policies. No useful purpose would 
be served by superimposing SEC regulation upon in- 
surance companies and their policies. <A conflict of 
regulatory policies is bound to result if SEC regula- 
tion should be superimposed on State statutes regu- 
lating insurance companies and their policies. 


ARGUMENT 
I 


State Regulation of Insurance Companies and the McCarran- 
Ferguson Insurance Regulation Act 


Appellee, The Equity Annuity Life Insurance Company, 
adopts by reference the Brief and legal position of its 
fellow appellee, The Variable Annuity Life Insurance Com- 
pany of America. However, this appellee wishes to pre- 
sent the following arguments to the Court in its own 
manner. 


State regulation of insurance companies and their pol- 
icies commenced in Massachusetts in 1858. Each State or 
Territory of the United States today has a department of 
insurance which regulates not only domestic companies but 


af) 


4) 





all foreign companies licensed to do business in the State 
or Territory. That annuities have always been a part of 
the insurance business in this country is not challenged 
by appellants. 


State regulation of the business of insurance is as the 
Court found: 


The business of insurance is regulated by District 
and State insurance departments, such regulations 
among others including (i) control of organization 
of the company—prescribing minimum capital and 
minimum surpluses; (ii) regulation of financial struc- 
ture of the company by regulating valuation of assets, 
valuation of reserve liabilities and determining in- 
vestment categories; (iii) regulation of policy forms ; 
and (iv) business methods, that is, regulation! and 
licensing of agents and control of ’ advertising ‘a 
literature. (J A 99) 


Appellants’ principal witness, Mr. Hooker, foxrietty 
actuary and Director of Examinations of the State: In- 
surance Department of Connecticut testified at some length 
concerning the scope and intimacy of State regulation. Mr. 
Hooker noted that State Insurance authorities commence 
their regulation before the birth of an insurance compd4ny, 
examine into the solvency and financial responsibilities of 
companies and in his State decide whether the policy ought 
to be issued. (JA 115-118; 264-267). Mr. McKinley, Direc- 
tor of Economie and Investment Research for the Pruden- 
tial Insurance Company of America, testified that the 
Superintendent of Insurance weighed the contracts sub- 
mitted to him and that the examinations by the Com- 
missioners in some cases extended over three years. (JA 
447). Professor Mehr testified about the basic categories 
of insurance regulation by the States and the tendency 
toward some uniformity in the various insurance codes. 
(JA 466-467). 


Appellants have raised no issue as to the intimate ai 
detailed supervision of insurance companies by State In- 
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surance Commissions. Appellants do not question the effi- 
ciency of such ‘‘goldfish bowl’’ regulation and its protec- 
tion of the public interest. Appellants take no issue with 
the right of the legislatures of the States to enact insur- 
ance regulation statutes as they conceive them best suited 
to the needs of the States. 


Appellants, however, apparently take issue with Con- 
gress in enacting the Life Insurance Act of 1934 for the 
District of Columbia and with the Superintendent of In- 
surance for exercising his statutory authority and author- 
izing appellees to organize insurance companies and to 
offer the public the policies which appellants here seek to 
additionally regulate. In the Life Insurance Act the Con- 
gress also gave broad discretionary authority to the Super- 
intendent of Insurance not only to protect the public by 
full and detailed disclosure of all facets of the Company’s 
life, but also plenary authority, even to suspend authority 
to operate, when in his judgment such is required to protect 
policyholders. D.C. Code § 35-405. 


It would appear that it is this soul searching regulation 
of insurance companies which Congress in the McCarran- 
Ferguson Act declared to be in the public interest. Such 
State regulatory laws Congress said should not be im- 
paired or superseded by any federal statute unless such 
statute specifically relates to ‘‘the business of insurance’’.’ 
The Securities Act of 1933 and the Investment Company 
Act of 1940, specifically relate to the securities business 
and just as specifically exempt the insurance business. 
Both statutes contain specific exemptions for insurance 
policies, including annuities, and insurance companies. 


The command of the McCarran-Ferguson Act is that 
‘‘the business of insurance’’ shall be subject to the laws 
of the several States and not to any federal law unless 
such federal law specifically relates to the business of in- 
surance. 
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But who shall define ‘‘the business of insurance” since 
Congress has seen fit not to do so? 


In its brief, pages 15-16, the SEC takes the paedtion that 
it, rather than the States, should make the determina- 
tion by whom a given policy-contract should be regulated. 
Were this contention the law, then the McCarran-Ferguson 
Act and its declaration of the inviolability of State insur- 
ance laws from federal statutes (unless Congress had ex- 
plicitly otherwise legislated) has been effectively repealed. 
In enacting the McCarran-Ferguson Act, it is clear that 
Congress left the definition of ‘‘business of insurance”’ to 
the varying laws of the forty-eight States. Congress well 
knew that the laws of the forty-eight States vary and will 
continue to vary and did not seek to superimpose a Federal 
definition of the ‘‘business of insurance’? which ‘would 
clash with some present or future State laws. Congress 
also knew that exacting State insurance regulation had ec 
and well served the public interest. 


If the position of the SEC in this regard were the law, 
it would have the legal authority to insist that any or all, 
current or future, insurance contracts be submitted, to it 
for a determination of SEC jurisdiction in accordance with 
what SEC terms its ‘‘initial responsibility”. (SEC Brief 
pp. 15-16). It is submitted that the contention of ‘‘initial 
responsibility”’ of determining what constitutes ‘‘insur- 
ance’”’ flies in the face of the McCarran-Ferguson Act and 
the established relationship between the State and 2 aes 
systems of this nation. 


As the Court of Appeals for the Sixth Circuit has said 
in applying the MeCarran-Ferguson Act: 


‘“‘Tt is probable that in the regulation of the hates 
of insurance by both federal ‘and state governments, 
there will develop a conflict of policies. The parties 
agree that in such event the federal regulation would 
eontrol. If so, on the continued regulation and taxa- 
tion by the several States, referred to in Section 1 of 
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the Act as being in the public interest would no longer 
exist.”’ National Casualty Company, v. FTC, 245 F. 
(2d) 883, 887 (1957) 


The sensible construction and obvious command of the 
McCarran-Ferguson Act is that the ‘‘business of insur- 
ance’’ shall be defined and regulated by the various States 
and that no Federal law shall impinge upon such determi- 
nation and regulation unless Congress specifically so pro- 
vides. Prudential Insurance Co., v. Benjamin, 328 US. 
408 (1946). 


II 
Insurance and the Securities and Investment Company Acts 


In Section 3(a)(8) of the Securities Act of 1933, in- 
surance and annuity policies ‘‘issued by a corporation sub- 
ject to the supervision of the insurance commissioner’’, 
are exempted from the Act. The reasoning behind this 
exemption is not difficult to ascertain. The purpose of 
the Securities Act ‘‘is to protect investors by promoting 
full disclosure of information thought necessary to in- 
formed investment decisions’’. SEC v. Ralston Purina Co., 
346 U.S. 119, 124 (1953). It would appear clear that the 
requirements of a disclosure statute (the Securities Act) 
were deemed by Congress to be inadvisable where the an- 
nuity contract was ‘‘issued by a corporation subject to the 
supervision of the Insurance Commissioner’’. Again, Con- 
gress has expressed its belief that State regulation suff- 
ciently serves the public interest. 


The Investment Company Act of 1940 is a compendious 
statute designed to deal with investment trusts. Section 
3(c)(3) of the Investment Company Act exempts ‘‘any 
bank or insurance company from the provisions of that 
Act’’, An insurance company is defined in Section 2(a) 
(17) of the Act as ‘‘a Company which is organized as an 
insurance Company, whose primary business activity is 
the writing of insurance or the reinsuring of risks under- 
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written by insurance companies, and which is subject to 
supervision by the State Commissioner, or similar official 
or agency of a State;”’’. 


There can be no question but that appellees are organized 
as insurance companies and that they are subject to super- 
vision by the Superintendent of Insurance. In this statute 
‘‘the writing of insurance’? is not defined; no definition in 
the statute was apparently deemed necessary by Congress 
since each State would be free to make its own determina- 
tions of what constitutes ‘‘the writing of insurance’’. 
Again, Congress relying upon the proven merit of State 
regulation, has deliberately and carefully left the question 
of the determination of what is insurance to the various 
States since only the States license and supervise the ia 
ing of insurance. | 


IIT 
The Public Interest Involved 


The public interest underlying the Securities Act of 1933 
is to protect investors by full disclosure of pertinent infor- 
mation prior to investment. SEC v. Ralston Purina Com- 
pany, supra. Such full disclosure has long been in effect 
for insurance companies and the requirements of the Se- 
eurities Act could add nothing to such regulation in a 


positive sense. | 


The public interest underlying the Investment Company 
Act of 1940 is to provide for the ‘‘registration and regu- 
lation of investment companies’’, the subtitle of the Act. 
Loss in his book, ‘‘Securities Regulation’’ sets forth, 
quoting the 10th Annual Report of the SEC, five main 
objectives of the Act. First: Regulation of selling prac- 
tices of investment companies. Second: Honest and un- 
biased management. Third: Greater participation in man- 
agement by security holders. Fourth: Adequate and fea- 
sible capital structures. Fifth: Financial statements and 
accounting. Loss, pp. 99-101. 
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All of the basie objectives of the Investment Company 
Act have long been in effect for insurance companies 
by virtue of their comprehensive regulation by State au- 
thorities. Superimposing what Loss calls ‘‘the most com- 
plex (Act) of the entire SEC series’’ on appellees who are 
already fully regulated by the insurance authorities of sev- 
eral States, would serve no useful purpose. 


CONCLUSION 


Appellee submits that Congress has determined that the 
definition and regulation of insurance shall be exclusively 
with the States. Appellee submits that Congress has deter- 
mined that the public interest is fully protected by State 
insurance regulation, under which it must continue to live. 
Appellee submits that appellants’ contentions and its col- 
lateral attack upon the McCarran-Ferguson Act are with- 
out foundation and that the judgment should be affirmed. 


Respectfully submitted, 


Bengamin H. Dorsey 
SmirH W. BrookHartT 
Rautpx EK. Becker 
1700 K Street, N. W. 
Washington 6, D. C. 
Attorneys for 
The Equity Annuity Life 
Insurance Company, 
Appellee 
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I. The McCarran Act does not exempt securities from the 
registration provisions of the Securities Act and the Invest- 
ment Company Act 


The briefs filed by: appellees are sittincsed | '_prin- 
cipally to the proposition that “‘In enacting the Mc- 
Carran-Ferguson Act, * * * Congress left the defini- 
tion of ‘business of insurance’ to the varying laws of 
the 48 States.’’* Each state, they contend, must de- 
termine what is exempt from the Securities Act and 
the Investment Company Act, and the federal au- 
thorities are bound by that determination.’ | This 

1 EALIC brief, p. 5. 

This argument is phrased in various ways. VALIC does 
it by claiming that the McCarran Act “insulates” the’ insur- 


ance superintendent from being “superseded” by the Com- 
mission (VALIC Br., p. 38) and by claiming that the Mc- 


(1) 
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unique claim, unsupported by either legislative his- 
tory or judicial precedent, is made in the face of a 
long history of federal regulation of securities issued 
by insurance companies which has been the subject 
of reports to Congress by the Commission and which 
has never been challenged.” 

Assuming that the contracts being sold by appellees 
are in fact securities as that word is defined in the 
Securities Act and in the Investment Company Act, 
there would seem to be no doubt that registration is 
required. Certainly a state or a single official in the 
state department of insurance may not withdraw pro- 
tections afforded by the Securities Act and the In- 
vestment Company Act by administrative fiat. The 
issue which the Securities and-Exchange Commission 
initially and the courts ultimately must resolve is 
whether the contracts sold by appellees properly fall 
within the definition of a security as that term is used 
in the Securities Act and the Investment Company 
Act. Appellees ignore this basic issue in their discus- 
sion of the McCarran Act. Instead, they start with 
the premise that the contract is either an insurance 
Carran Act grants to each state the power to preempt a field 
in the same way the federal government may do under its 
tonstitational power to regulate interstate commerce (VALIC 
Br., p. 49). 

* Thus, in response to a request of the Senate Committee on 
Banking and Currency, the Securities and Exchange Commis- 
sion submitted a report to that Committee on February 11, 
1957, which was printed as a Committee Print, 85th Cong., 
ist Sess.; discussing in detail the extent to which the securities 
of iImsurance companies were subject to Commission rules and 
regulations. It was found that 44 insurance companies having 


total assets of approximately $5,000,000,000 have already regis- 
tered securities with the Commission. 
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policy or an annuity contract and conclude that. it is 
therefore exempted by the McCarran Act. It is their 
premise which we challenge as untenable in view of 
the economic incidents and nature of the contract. 
The contracts sold by appellees are no more con- 
tracts of insurance than are the contracts which were 
sold by the American Life Insurance Association in 
the Spellacy case,‘ the ‘estate builder” contracts sold 
by Coastal States Life Insurance Company in the 
Coastal States case, or the plan under which The 
First National Savings Foundation furnished insur- 
ance in connection with a savings program as de- 
scribed in the First National Savings Foundation 
case,’ all of which are discussed in our main brief. 
The extent of supervision by the District Insurance 
Superintendent over the activities of the appellees 
and the adequacy of such supervision are not in issue. 
Even if the opinion of the District Insurance Super- 
intendent were relevant to this case, no opinion by 
him was introduced in evidence and we believe none 
could be obtained which would deal with the question 
whether the contracts sold by appellees are securi- 
ties. The act of the District Superintendent of In- 
surance in permitting the contracts to be sold under 
the District Insurance Code has extremely limited 
* Spellacy v. American Life Insurance Association, 144 Conn. 
346, 131 A. 2d 834 (1957), discussed in our main brief, pp. 
37-41. 
5 Coastal States Life Insurance Co. v. Kelly, Court of a 
mon Pleas, Richland County, S. Car., June 1955, unreported, 
discussed in our main brief, p. 35. 


* First National Savings Foundation v. Samp, 274 Wise! 118, 
80 N. W. 2d 249 (1956), discussed in our main brief, p. 20. 


4° 
probative force upon the question whether he believes 
the contract is an insurance policy, and no probative 
foree whatever upon the question whether it is an 
insurance policy within the meaning of Section 3 (a) 
(8) of the Securities Act. 

The effect of a filing by appellees with an insur- 
ance department is best illustrated by the action of the 
State of West Virginia in connection with the va- 
rious contracts here in issue. Repeatedly appellees 
have stressed the fact that the Insurance Commis- 
sioner of West Virginia authorized VALIC to trans- 
act its insurance business in that state and approved 
VALIC’s policy forms. Apparently in an effort to 
show the acceptance of the contracts as insurance in 
West Virginia, VALIC states that in West Virginia 
‘‘special insurance department regulations specify the 
considerations determining the company’s qualifica- 
tions.”” Appellees neglect to add that the Auditor 
of West Virginia, who is the state Securities Com- 
missioner, has directed VALIC to cease and desist 
selling its contracts in West Virginia until it obtains 
a license from the Commissioner of Securities to sell, 
on the ground that variable annuities are securities. 
VALIC has refused to do so and the State of West 
Virginia has brought an action to enjoin VALIC 
from selling. The complaint in that action points out 
that variable annuities are securities, and are not 
exempted as “insurance policies or annuity contracts 
or optional annuity contracts” from the registration 

7 VALIC Br., p. 6. 
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requirements of the West Virginia securities laws. 
In other states there is an equally firm opinion that 
variable annuities are securities and should be regis- 
tered with the state securities commissioners. At the 
last annual convention of the North American Securi- 
ties Administrators the chairman of the Variable An- 
nuities Committee reported, ‘‘Nearly all of the states 
considered variable annuities as securities; that such 
contracts must be registered or qualified and the sales- 
men licensed as security salesmen.’’ ° 
It would not have seemed necessary to develop the 
obvious limitations upon the probative force of the 
act of registering with a local superintendent of in- 
surance were it not for the emphasis upon this fact 
in appellees’ briefs. The appellees cast the issue in 
terms of an attempt by the Commission to invade the 
province of the imsurance regulatory authorities. 
They thus misstate the gravamen of the Commission 
charge. The Commission makes no allegation in its 
complaint and no argument in any brief it has filed 
concerning the jurisdiction which state insurance au- 
thorities may exercise. We are concerned solely 
with the necessity for registration by appellees of se- 
curities which they are offering to the public. | 
® State of West Virginia ex rel. Edgar B. Sims, its Commis- 
sioner of Securities v. Variable Annuity Life Insurance Com- 
pany of America, Circuit Court of Kanawha County, West 


Virginia. 
® Proceedings of the Fortieth Annual Convention of the 
North American Securities Administrators (1957), p. 27. | 
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There is nothing inconsistent between requiring 
the filing of a registration statement with the Com- 
mission pursuant to Section 5 of the Securities Act 
and the exercise of the powers granted to insurance 
authorities by the various state insurance laws. Al- 
though appellees repeatedly charge that the filing of 
a registration statement would ‘‘invalidate, impair 
and supersede district and state insurance laws,’’ * 
there is no point at which the registration require- 
ments come in conflict with state regulatory author- 
ity." As we pointed out in our main brief,” state 
insurance authorities may continue to require those 
aspects of the contract which involve the issuance of 
insurance to conform to state law. The registration 
procedure of the Securities Act would require this 
compliance to be disclosed to the public before the 
contract could be sold. <A prospectus filed in com- 
pliance with the Securities Act is an informational 
document, designed to afford sufficient information 
to investors and memhers of the public to enable them 
to exercise an informed judgment concerning the 
merits of the security described therein. This pros- 
pectus, which must be given to each prospective in- 
vestor, serves an entirely different function from that 

7° VALIC Br., pp. 38, 47. 

% Appellees quote out of context an expression of opinion by 
one of the witnesses to the effect that such a conflict might be 
“possible” (VALIC Br., p. 31). The witness at that time was 
commenting upon proposed legislation in New Jersey to au- 
thorize variable annuities, which was not introduced in evi- 
dence, and upon which we feel it would be inappropriate to 


comment in this brief. 
22 Pp. 48-51. 
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which insurance department regulations perform.” 
Where insurance is involved in the issuer’s business, 
compliance with all state insurance laws is, as a prac- 
tical matter, a necessary preliminary to registration 
with the Commission. No conflict between state; and 
federal governments is involved. | 

Recently the Attorney General of Minnesota. ‘was 
asked by the Commissioner of Insurance whether an 
investment company which had an insurance company 
as a wholly owned subsidiary would be subject to both 
state and federal regulation. In a formal opinion 
the Attorney General pointed out that the exercise of 
jurisdiction by the state Insurance Commissioner was 
not inconsistent with the authority of the Securities 
and Exchange Commission to apply the provisions of 
the Investment Company Act to the investment com- 
pany and its wholly owned affiliate. He stated that 
the Investment Act “does not specifically relate to the 
business of insurance and therefore, by virtue of the 
McCarran Act, it cannot be construed as invalidating, 
impairing or superseding any of the laws of Minne- 
sota regulating the business of insurance.’’™ In- 
deed, under the Investment Company Act there is 
specific provision in Section 24 (d) for concurrent 
jurisdiction by state insurance authorities and the 

22 For an independent comment upon the differences between 
state insurance regulation and federal securities regulation,' and 
the adequacy of state insurance regulation insofar as the pro- 
tection of investors is concerned, see discussion of the opinion of 
the court below in 106 U. of Pa. L. Rev. 483, 488-489 (1958). 


4 Opinion of the Attorney General of Minnesota, No. 253A, 
76,565, 1958 Fed. Sec. L. Rep. (Oct. 30, 1957). 
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Securities and Exchange Commission over investment 
companies that might issue insurance policies.” 

The exercise of some authority over an enterprise 
by -the insurance authorities does not exempt the se- 
eurities issued by that enterprise from the necessity 
for compliance with the Securities Act and the In- 
vestment Company Act. 


II. Appellees ignore the basic characteristics of the variable 
annuity contract 


Appellees attempt to carry the burden of showing 
variable annuities are entitled to an exemption from 
the Securities Act by ignoring the economic basis for 
the contracts and the economic incentive for their pur- 
chase. They have abundantly demonstrated, both at 
the trial and in their selling literature,” that it is 
the hope of profit from increases in the market value 
of the portfolio securities ** which distinguishes the 


15 See main brief, p. 49. 

16 R. 420, 423, 527. 

7 R. 761, 763, 766, 773, 781. 

18 There appears to be some misunderstanding in VALIC’s 
brief (p. 51) concerning the use of the term “fund” by the 
Commission in its brief. Under Section 7 (b) of the Invest- 
ment Company Act any “fund” may be an investment com- 
pany, even though it has no board of directors. The broad 
definition of “company,” which includes a “fund”, reinforces 
this view. See Section 2 (a) (8) of the Act. The Commis- 
sion charged that the portfolio assets behind the VALIC con- 
tracts constituted such a fund, but decided not to urge this 
violation for the reasons stated in our main brief (p. 3). 
Appellees confuse this action by the Commission with the con- 
tinued description of the portfolio assets as a “fund” for pur- 
poses of the Securities Act. Under the Securities Act it is 
immaterial whether those assets are called a “fund,” “port- 
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variable annuity contract from a true insurance policy 
or annuity contract. It is that factor which pervades 
and gives the contract its basic character. This fac- 
tor, as we have shown, imposes the risks of loss of 
investment upon the contract holder and eliminates 
any guarantee of payment such as is cuptomelly 
found in an insurance contract. 


(a) The risk upon the contract holder 


Appellees concede, as indeed they must, that this 
is not an insurance risk.” They seek to avoid the 
effect of the concession by claiming that true insur- 
ance policies also include an element of this type of 
risk, and call particular attention to mutual insur- 
ance policies. The investment risk in a true insur- 
ance policy is borne by the company and not by the 
individual policy holders. In that respect it differs 
radically from the variable annuity, where the! in- 
vestment risk is borne by each person owning a con- 
tract. It is true that a mutual insurance company 
may distribute dividends whenever its investment 
return is particularly favorable, or its mortality ex- 
perience is better than that which was forecast, or 
its expenses are lower than was anticipated when the 
polic%’-vas written. But these dividends are not. re- 
turns frem investments. They are returns of pre- 
miums which result from profitable operations. Mu- 
tual insurance companies have no stockholders. Their 
policy holders are also the owners of the equity in 





folio assets,” “net investable assets,” “total accumulation units,” 
or any other name which describes the securities used as the 
basis for computing the interest of each contract holder. 

1 R. 460, VALIC Br., n. 10. 
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the company. Accordingly, the dividends paid are 
returns qua their relationship as the owners of the 
equity in the company. As policy holders they re- 
ceive the face amounts named in the policies upon 
the occurrence of the hazard insured against. Vari- 
able annuity contract holders, on the other hand, are 
entitled to and receive no face amount. Their indi- 
vidual shares are calculated solely on the basis of 
the success or lack of success of the investments made 
by the company. Moreover, mutual insurance com- 
panies assume an obligation to pay a sum certain, 
an essential factor in an insurance contract.” This 
establishes the basic insurance protection. A variable 
annuity contract has no basic insurance protection, 
for if the investment experience is sufficiently disas- 
trous the company may pay little or nothing and still 
fulfill its obligations under the contract. In addition, 
the extent to which a mutual insurance company pol- 
icy holder will participate in his company’s earnings 
is determined, after the first few years, by the amount 
of his premiums. The time he became a policy 
holder has no effect upon this participation. On the 
other hand, a variable annuity contract participates 
in earnings in accordance with the number of aceumu- 
lation units or annuity units to the credit of the con- 
tract holders. The number of units credited to the 
contract holder will fluctuate with the value of each 
unit at the time each payment is made. At one time 
$100 may bring 50 units and at another time $100 
may bring only 25 units. Therefore, unlike a mutual 
insurance company policy holder’s participation, a 


20 See appendix to this brief. 
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variable annuity contract holder’s participation | wil 
vary with the time of investment. 

It is true that complete destruction of the portfolio 
securities held by a true insurance company would 
result in the insolvency of the company and its policy 
holders would receive little or nothing despite the 
fixed obligation of the contract. This is the normal 
result of the insolvency of any business, and to that 
extent it might be said that, in a general way, every 
policy holder has an interest in the investment acu- 
men of the management of his insurance company. 
This is quite different, however, from the direct: in- 
terest which a holder of a variable annuity contract 
has in the investment results achieved by the man- 
agement of a variable annuity company. In the ab- 
sence of insolvency, the true insurance company will 
pay the face amount of his policies, even if the: in- 
vestment experience shows a loss. On the other hand, 
the holder of a variable annuity contract suffers with 
each downtrend in the market and he could lose much 
of his investment even though the solvency of the 
variable annuity company is unaffected. All that ithe 
contract requires that the company pay the variable 
annuity contract holder is an amount of money which 
reflects the investment experience of the company.” 

*1 Appellees contend that fixed dollar payments are not es- 
sential to the insurance concept. Although they themselves rely 
on a Canadian case which construed a bequest and on their in- 
terpretation of certain regulations of the Treasury Department 
dealing with the method of taxing annuities, they contend that 
“cases “involving wills, trusts and | taxes” are inapplicable. We 
cite in an appendix to this brief a list of cases, most of which 
involve wills, trusts and taxes, only for the purpose of showing 
the unanimity of opinion that it is basic to the conception of 

| 
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(by The company investments 


At several places in its brief VALIC perverts the 
Commission argument by claiming it is the Commis- 
sion’s ‘‘major premise”’ that ‘‘life annuity contracts’’ 
become securities when the company invests in equi- 
ties.” The Commission has not and does not at any 
time claim that the investment policy of a company 
determines whether the contracts are securities. Even 
if appellees were wholly invested in AAA bonds,” the 
contracts providing for participations in the income 
and appreciation from those bonds would fall within 
the definition of a security. The investments have a. 
bearing on the litigation only in that they show the 
nature of the appeal made to the purchasers and 
indicate somewhat more dramatically than a bond 
fund the need for the disclosure requirements of the 
Securities Act.” 


insurance that there be “a fixed sum” payable. On the other 
hand, appellees’ use of the federal income tax regulations raises 
a difficult question of construction of those regulations which 
we understand has not yet been decided by the courts, and 
which we feel it would be inappropriate for us to argue in 
this brief. 

22 VALIC brief, pp. 71 to 73. See also p. 56 in which VALIC 
claims the Commission “rests its entire case upon the conten- 
tion that there can be no insurance unless the company as- 
sumes an investment risk.” The Commission makes no con- 
tention whatever concerning the necessity for an investment 
risk in insurance policies. We do contend that when the in- 
vestment risk is the paramount risk in the contract, it is not 
insurance. 

73 See, e. g., First National Savings Foundation v. Samp, 274 
Wisc. 118, 80 N. W. 2d 249 (1956), in which the investments 
were made in insured savings and loan institutions. 

% Appellees refer deprecatingly to the fact that the SEC 
does not pass upon the merits of securities, but merely requires 
full disclosure (VALIC Br., p. 48) and to the breadth of the 
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(c) Other risks—life insurance, disability insurance, mortality guarantee 


Of course, there are often risks other than invest- 
ment risks in the variable annuity contract. Ap- 
pellees emphasize these in their discussion. There is 
the risk of death under the term insurance program 
when it is included in the contract; there is the risk 
of permanent or total disability when it is included 
in the contract; and there is the risk of longevity. 
Neither the term insurance nor the waiver of premium 
for total disability is essential to the contract, and 
appellees conceded in the court below that these fac- 
tors should not determine the nature of the contract.” 
The emphasis upon the risk assumed by the company 
that the contract holder will outlive his normal life 
expectancy exaggerates this feature of the contract. 
As we pointed out in our main brief,” the insurance 
aspects of this assumption of risk partake more: ue 
form than of substance. 

The longevity risk factor, which seems to be the 
sole reliance of the appellees for their claim that 
what is sold is insurance, is not an essential compo- 
nent.of the contract in the sense that it will always 
be involved, for the contract holder may, at his op- 
statement of investment policy permitted by the SEC under 
the Investment Company Act (VALIC Br., p. 84). Whatever 
the defects in the full disclosure theory of the various securi- 
ties statutes, however, none would permit VALIC and EALIC 
to represent they would invest in equities, on the basis of which 
monthly payments of $200 would result in a cash value of 
$165,602 after 20 years (R. 796), when in fact VALIC is 
largely invested in bonds (R. 849) and the cash value is 
wholly speculative. 


25 See main brief, p. 8. 
=P. 41; , 
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tion, withdraw at or before the maturity date. If he 
withdraws at or prior to maturity he will receive what 
VALIC calls the ‘‘cash surrender value,’’ i. e., his pro- 
portionate share in the portfolio assets ” less penalties, 
sales loading charges, and various other expenses. His 
life expectancy will not be involved in the computation. 
This, of course, is also true of a true deferred life an- 
nuity contract. But it differs from the true deferred 
life annuity contract in that there is no fixed savings re- 
sulting from the payments. The true deferred an- 
nuity is a method of savings, by means of which funds 
are accumulated to purchase an annuity at a certain 
date. The variable annuity is an investment medium 
during the pay-in period, for the amount of funds 
upon which the contract holder can draw fluctuates 
continuously, and the contract holder has no assur- 
_ ance that any savings objective will be achieved. He 
runs the normal risk of the market place and may 
complete his investment program at the maturity date, 
when he withdraws the product of the funds in- 
vested for him by the company, just as he would if 
he invested in a mutual fund. At any rate, there 
can be no specific objective, but only the aim to par- 

77 Appellees challenge the Commission to show that what the 
contract holder receives is a share in the portfolio assets 
(VALIC Br., p. 52) is clearly demonstrated by the charts and 
uncontradicted testimony of the witness Hooker (R. 170, 631- 
646). Although the usual investment company computes net 
asset value by dividing total assets by the number of shares, 
VALIC reaches the same result by starting with the value of 
a single share, or “unit”, and adjusting the value of that unit 


to keep pace with the change in value of the total assets. See 
Plaintiff’s Exhibit 14 (R. 317, 725). 


1d 


ticipate in the fruits of the investment program 
undertaken by the company until the maturity date. 

Even if the contract holder elects to continue after 
the maturity date, the longevity factor is of com- 
paratively minor significance, for the contract holder 
is chiefly interested in the return upon his ‘‘invest- 
ment.’’ The fact that some payment will continue 
until his death is not as important as ‘“‘how much.”’ 
Although normally investment is a by-product of in- 
surance, in the plan under which appellees operate 
it is the basic product and any insurance feature in 
the contract is a by-product which does not change 
the essential characteristics of the plan. 

The ‘‘mortality guarantee’’ which appellees aligns 
they make in an effort to show a similarity between 
their operations and those of an insurance company 7 
is wholly illusory. There is no real guarantee in the 
sense that it is used either in common terminology 
or by insurance standards. Appellees simply promise 
that 7f the investment experience is sufficient to’ pay 
the contract holders something, they will pay him for 
the rest of his life. The lower the net investment 
factor the lower the amount payable. Assuming the 
net investment factor is zero and the company neither 


makes nor loses any money on its investments, and 


28 Appellees assert the Commission did not “deal with” this 
argument in its main brief (VALIC Br., p. 86). Apparently, 
they overlooked the discussion at pp. 5, 41. In view of the 
stress upon this feature of the contract, we have elaborated 
upon this argument in this brief. 

| 
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assuming further that no taxes are assessed,” the pay- 
ments after 13 years would be one-half of what they 
were originally.” The ‘‘guarantee’’ would then be 
to pay one-half of what was originally paid. As the 
investment experience gets worse, the ‘‘guarantee”’ 
is reduced—until it may, ultimately, almost vanish. 
Indeed, should the company have a poor investment 
experience it could, without criticism from any in- 
surance department, place its funds in investments 
with low yields in order to limit its obligations. 

No true insurance policy or annuity contract varies 
its guarantee in accordance with market conditions. 
No true insurance company may modify its guarantee 
by changing its investments. 


III. The common enterprise in which variable annuity con- 
tract holders participate 


Appellees derive some comfort from the failure of 
the court below to make a finding that variable an- 
nuity contract holders were engaged in a ‘“‘common 
enterprise.’’** We agree that a common enterprise is 


7° Of course, if normal] business taxes are assessed against ap- 
pellees, this would have a profound effect upon their payments 
to contract holders. 

*° This is calculated by reducing the principal 5.3 percent per 
year in accordance with the provisions of the contract. See 
our main brief, pp. 9-10. 

= VALIC Br., p. 58. In the court below appellees attempted 
to define a security in terms of the distinction between what is, 
“and must be, a group activity”—insurance; and what is, “and 
must be, an individual activity”—a security. Apparently ap- 
pellees were persuaded by the Commission’s argument that a 
security was.2 group activity and have now shifted their at- 
tack to assert that insurance does not involve a “common en- 
terprise.” . 
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required if an interest in that enterprise is to be 
deemed a security. Although the court below did not 
make a specific finding to the effect that the VALIC 
contract holders were engaged in a “common enter- 
prise,” * it did find that “‘The distinguishing and pre- 
dominant nature of a variable annuity is found in its 
provision for sharing profits and losses in a common 
fund,” *and‘‘A VALIC and an EALIC contract holder 
invests money with the respective defendants with the 


- hope or expectation that a profit will accrue to him as 


a result of the management of the portfolio of securi- 
ties purchased by VALIC and EALIC with the money 
invested by the contract holder, and his expectation 
of profit based upon the efforts of others applies to 
both the ‘accumulation period’ and the repayment or 
variable annuity period.’’* These are ia a a 
of a common enterprise. 

At any rate, there can be no doubt but that, under 
any definition, the investment of funds for the com- 
mon benefit of all variable annuity contract holders 
is a ‘“‘common enterprise.” A single management 
supervises and directs the investment activities for 
all the contract holders and each contract holder pros- 
pers or suffers in direct proportion to the success or 
failure of the investment of the group funds. This 
is the essential characteristic of the variable annuity, 
and this is the essence of a ‘“‘common enterprise.” 

32No such finding was requested, for that is a conclusion 
which must follow from the facts found. 


* Finding of Fact No. 94, R. 111. 
“Finding of Fact No. 74, R. 109-110. 
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VALIC charges that the individual who purchases 
a variable annuity prospers if the rest of the ‘‘group”’ 
suffers and conversely, the “‘group’’ suffers if the 
contract is advantageous to the individual. This dis- 
torts the whole focus of the arrangement. During 
the pay-in period everyone in the group prospers or 
suffers at the same time. During the pay-out period 
it is only with respect to the question as to the length 
of time that a contract holder shares in the invest- 
ment results that it can be said that the interests of 
the individual and the group are not identical. They 
have a common interest, and it is a common enter- 
prise insofar as they jointly share in the benefits of 
successful management or the losses occasioned by 
unsuccessful management, they assume the common 
risk of market declines in portfolio securities, and 
would share in market rises. In short, the use of 
the funds indicates clearly the community of inter- 
est among all the variable annuity contract holders, 
which labels this undertaking a common enterprise. 
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a _ CONCLUSION : 
. For the reasons stated in our main brief and in 
this reply brief, we believe the judgment of the cont 
i below should be seversed. 
” Respectfully submitted. 
a Txomas G. MEEKER, 
¢ | General Counsel, 
P DanteL J. McCattey, Jr., 
Associate General Counsel, 
» 
a MYER FELDMAN, 
Special Counsel, 
> Pack REIcH, 
® Attorney, | 
Securities and Exchange Commission, ase 
* 
= ington 25, D.C. 
Dated: April 1958. 
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. | Introductory | 
t VALIC’s brief will not stand more than a cursory 


reading. On analysis it disintegrates.’ 


The chief aim of the VALIC brief seems to be to obseure 
the basic legal issues in the case, which are: 


1. Is the ‘‘variable annuity’’ contract a security? : 

2. Are its issuers investment companies? and 

3. Have appellees sustained the burden of proving that 
‘‘variable annuity’’ contracts are ‘‘insurance’’ and 
are therefore exempt from Federal regulation? | 


In attempting to obscure these issues VALIC employs, 
whenever it seems useful, ‘‘evidence’’ dehors the record, 
immaterial economie arguments and numerous irrelevant 
statements. 


In its conelusion, for example, VALIC lists as one of 
the chief points on which it relies the ‘<all-pervasive, effec- 
tive, detailed supervision”’ of its activities by local insur- 
ance authorities (VB 86). This supervision, even if it can 
properly be so characterized, is of course entirely beside 
the point. Congress has already determined that investors, 
the public and the public interest are entitled to another 
and different type of supervision of ‘‘securities’’ that may 
be offered for sale. The question, therefore, is not whether 
Congress should have chosen one kind of supervision or 
another (which VALIC’s argument leads to) but rather 
whether the established supervisory scheme is applicable 

*EALIC, the other appellee, also filed a brief which incorporates VALIC's 


brief by reference. There is no necessity for us to reply to the independent 
portions of EALIC’s brief. 

Record references in this reply brief will be identical in form to those) in our 
brief. References to VALIC’s brief herein will be indicated as “VBL 
References to the NASD’s brief will be indicated as “NB 
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to the devices here in question—in short, whether or not 
‘‘variable annuities’? are what Congress has defined as 
““securities.”’ 


Likewise, VALIC characterizes the NASD’s argument 
as assuming that contracts based on common stock invest- 
ments are ‘‘securities’’ whereas identical contracts based 
on high-grade bond investments constitute ‘‘insurance’’ 
(see VB 11-12, 71-73). This is a gross misstatement of the 
NASD’s argument. We are not concerned with VALIC’s 
investment media as such; it is the ‘‘variable annuity’’ 
scheme itself and not merely the type of investment that 
goes with it that makes the scheme a security. VALIC 
could bury its funds in Fort Knox if it chose, but it could 
not thereby make its ‘‘variable annuity’? an insurance 
contract. 


II 


Opposition of the insurance industry to “variable 
annuities” 


In its brief VALIC seeks to create the fallacious impres- 
sion that it is the consensus of those engaged in ‘‘the busi- 
ness of insurance’’ that ‘‘the variable annuity’’ is insur- 
ance (VB 2, 20, 76). 


Being unable to support this unfounded contention with 
any evidence in this record, VALIC sets forth in its brief 
excerpts of no probative value from alleged published 
statements of Carrol M. Shanks and Louis W. Dawson (VB 
2, 20, 76), neither of whom was called as a witness in this 
case. The impropriety of VALIC’s basing this argument 
in its brief on matters dehors the record: and of which the 
Court may not take judicial notice does not need to be 
argued. 
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As this very litigation attests, the truth of the matter is 


that the insurance industry is sharply divided on the ques- 


tion of whether the “variable annuity’’ is insurance (1 
App. 518).? ! 


i 
| 


* Should the Court be interested in reading other off-the-record statements 
of those prominent in the insurance industry, reference is made in this, regard 
to the published statement of Frederick W. Ecker, President of Metropolitan 
Life Insurance Company, largest concern in the industry, in an article, THE 
CASE AGAINST VARIABLE ANNUITIES, Dun’s Review and Modern 
Industry, Oct. 1956, p. 41, which reads: 

“* * * there are many important differences between the true annuity 
and the variable annuity. The one most immediately apparent is that no 
substantial guarantees are involved in the variable annuity. The elements 
of guarantee with respect to mortality and expense are only minor’ factors 
in the over-all picture. Practically speaking, there is no insurance of a 
risk by the issuer. The considerations paid by the holder are invested, 
after certain deductions for expenses, in equity securities, that is, common 
stocks. The amounts paid out during retirement may fluctuate | iwidely, 
depending upon yields and the then current market for the common stocks 
back of the contract. The annuitant may receive more than he expects or 
he may receive less than he expects. He is promised no periodic dollar 
income whatsoever; he is promised only what the ‘units’ set aside for him 
will produce. These ‘units’ represent his pro rata share of the then :;market 
value of the common-stock fund. The common-stock fund will obviously 
fluctuate widely in accord with market conditions. As one of the spokesmen 
for variable annuities has said, ‘The annuitant takes the risk on that fund.’ 
With the fluctuations of the "stock market will come fluctuations! in the 
variable annuitant’s income, and at times such fluctuations are severe 
indeed” (at p. 42). 

and 
“* * * We are adamantly opposed to the use of a life insurance company 
as a vehicle for the sale of variable annuities, which in essence, means the 
sale of shares in a common-stock pool” (at pp. 132, 135). 


In an address by Mr. Ecker before the Texas Life Convention at ‘Dallas, 
Texas on October 19, 1956, speaking about dangers inherent in the “ variable 
annuity” and dangers to the public in particular, he said: 

“First in importance is the fundamental and basic change in the concept 
of our business. Heretofore every contract the Life insurance companies 
have issued has been one under which the Life insurance company assumes 
the risk. Here, practically speaking, the entire risk is transferred! to the 
purchaser. This is completely contrary to the traditional philosdphy of 
the Life insurance business.” 


Mr. Ecker concluded his address with the statement: 
“Investment in common stocks by those in a position to take the risks 
involved certainly has its place in our economy, but it should ‘not be 
intermingled with the Life Insurance business.” i 


The above quoted statements are supported by the testimony of SEC/ ae aa 
expert. witness, Hooker, who for approximately 28 years was engaged in state 
supervision of “the business of insurance” (NB 8, n. 2). 
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VALIC fallaciously argues that it offers “insurance” be- 
cause its offering bears some of the trimmings of “insur- 


ance” 


A major part of VALIC’s brief goes on the assumption 
that since it employs some superficial features associated 
with insurance, it offers all elements of insurance. VALIC 
asserts that it offers insurance because, among other rea- 
sons, it employs actuaries, uses actuarial mathematics, 
uses a mortality table (or mentions such tables in its con- 
tracts), pays a premium tax, mails a report to the Super- 
intendent of Insurance, and so forth and so on to an end- 
less extent.’ 


However, we are here concerned with the pie and not 
its erust. The purpose of an insurance contract is to 
assure a sum certain in hand in the event of an insurable 
contingent loss, the risk of which is shifted to the insurer, 
and contractually fixed to repair that loss. In life insur- 
ance contracts this sum is agreed upon in advance as an 
amount in dollars or other monetary units. VALIC offers 
nothing like this. 


No contract that omits the legally indispensable char- 
acteristics of risk-shifting and risk-distributing is an in- 
surance contract even though it is so labeled and issued by 
an insurance company. See NB 36-7. In Helvering v. 
Le Gierse, 321 U. S. 531 (1941), the Supreme Court held 


* Insurance companies are not the exclusive users of mortality tables. Public 
utilities, municipal planners, school boards, courts and others all have occasion 
to forecast deaths, births, and other contingent events and to use such tables. 
_ A mortality table with estimated future investment income is used by an 
insurance company as a kind of cost accounting procedure in much the same 
way that a manufacturer or retailer estimates his costs to fix his selling price. 
The prospective purchaser of an insurance contract is principally interested in 
what his desired coverage will cost, not the manner in which the insurance 
company determines its selling price. 








that a contract issued by an insurance company in a form 
approved by a state insurance department and labeled a 
life insurance policy was not a contract of insurance be- 
cause it lacked those legally indispensable characteristics.’ 


IV 


The investment factor is incidental to an insurance con- 
tract but the essence of a “variable annuity” contract 


VALIC contends that the prospect of investment gains 
or losses and the level of investment earnings have the 
same significance to its contract holders as to the holders 
of insurance contracts (VB 9-10). This is not true. | 


As VALIC admits, you can have an insurance contract 
without an investment element of any kind (VB 71).' But 
the insurance business is highly competitive and insurers 
therefore must and do consider investment return in 
fixing the level of their premiums. Where the investment 
element is taken into consideration by the issuer of an 
insurance contract in setting the premium rates (which 
investment element might help to produce a surplus dis- 
tributable to the insureds as an insurance dividend), this is 
only incidental to the contract of insurance. On the other 
hand, the investment factor is the essence of the ‘‘variable 
annuity’’ contract. This is demonstrated in the illustration 
(at page 13 of VALIC’s brief) of a railroad bond purchased 
for $1000 which drops in value to $200. In an insurance con- 
tract this would not affect the guaranteed payments. In a 
‘variable annuity’’ contract this loss in value, realized or 
unrealized, would be reflected in the net investment factor 
for the month in which the loss oceurred, would decrease the 
annuity unit value and would immediately result in decreas- 


ees | 
* Accord: Keller v. Commissioner of Internal Revenue, 312 U. S. 543 (1941). 
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ing the payment to the ‘‘variable annuitant’’ for that par- 
ticular month. This illustration employed by VALIC 
proves that the ‘‘variable annuitant’? is immediately 
saddled with the risks of investment loss (and conversely 
immediately profits from investment gains) in direct ratio 
to the number of ‘‘units’’ he has purchased. 


V 


The existence of a “fund” 


At pages 22-25 and 51-53 of its brief VALIC devotes a 
good deal of space and ingenuity to an attempt to show 
that there is no ‘‘fund’’ or ‘‘portfolio’’ of securities in 
which ‘‘annuitants’’ hold proportionate shares. To us 
it seems of little consequence whether such a ‘‘fund’’ is 
in existence or not, for it is clear that ‘‘annuitants’ ’’ 
claims against VALIC are in practice limited to sums paid 
in, less expenses, adjusted to reflect investment results. 
Nevertheless, VALIC is estopped to deny the existence of 
this ‘‘fund’’ by its own sales literature. Pls. Exh. No. 20 
(2 App. 761-767) is an example of this sales literature, en- 
titled ‘‘Inflation-Proof Annuities.’’ It tells the prospective 
‘‘annuitant’’ that his net ‘‘premiums’’ will be applied to 
the purchase of ‘‘accumulation units at their then current 
proportionate share in the annuity reserve supporting the 
accumulation units’? (2 App. 763). It even dignifies the 
‘‘reserve fund’’ with capital letters, to catch the buyer’s 
eye: ‘‘For example,”’ it says, ‘‘if there were $1,000,000 in 
the Policyholder’s Reserve Fund each participant’s share 
might be represented by one unit initially valued at $1.00. 
Thereafter, if the reserve increased to $1,200,000, and there 
were only 1,000,000 units, each unit would increase in value 
to $1.20’ (ibid.). And, finally: ‘‘If the equities held in the 


«> 
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| 
fund increase in market value, the value of the units will 
be increased proportionately”’ (ibid.). 


If more is needed, the Court is respectfully referred to 
the quotation from Maclean’s 1957 insurance text that ap- 
pers at p. 7 of the NASD’s brief. This text makes ‘a 
separate fund’’ part of the very definition of a ‘‘variable 
annuity.’? Maclean was VALIC’s expert witness in this 
ease and is described by VALIC (VB 17) as ‘outstanding 
actuary here and in Great Britain and eminent insurance 
text writer.’’ 


VI 


VALIC’s attempt to equate its contracts with eg 
contracts by emphasizing its mortality as il 
specious 


VALIC’s brief stresses that from the date of execution 
of a ‘deferred variable annuity’’ contract, it ‘‘onarantees”? 
to make payments to the contract holder for life should he 
later elect to participate in the ‘‘variable annuity’’ period 
(VB 18). VALIC earnestly asserts that this ‘‘guarantee’’ 
of lifetime payments puts its offering in the same category 
as standard annuities which do make guarantees of life- 
time payments in fixed amounts and which do employ the 
law of large numbers in ascertaining, at the inception of 
the contract, the amount of fixed payments which the in- 
surer can afford to make per thousand of dollars of con- 
sideration paid in. Let us analyze VALIC’s contentions. 


At the outset there must be put to one side the accumula- 
tion period of the contract, which may last for 20, 30 or 
50 years (see VB 2, 22).. Any contract holder can partici- 
pate in the scheme during that period without either the 
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intention or the obligation later to participate in the ‘‘vari- 
able annuity’’ period (NB 7-13; VB 22). VALIC’s expert 
witness, Maclean, testified that there is no life contingency 
factor in the accumulation period (1 App. 494). This be- 
ing so VALIC’s operations during that period are ob- 
viously identical to those of an investment company. 


We come now to the so-called ‘‘variable annuity’’ period, 
the pay-out period on which VALIC pins its asserted 
analogy to insurance. The relevant contract is Plaintiff’s 
Bxhibit No. 1 (2 App. 567; NB 18-20). Under this contract 
the only payment which is in fact guaranteed by VALIC 
is the first ‘‘variable annuity’’ payment. It guarantees the 
contract holder a first monthly payment in an amount which 
varies according to age and sex of the ‘‘annuitant’’ be- 
tween $3.59 and $6.57 for each $1000 of value, if any, of 
his accumulation units that has survived the investment 
vicissitudes of the accumulation period. The balance of 
the $1000 remains at risk (of the ‘‘variable annuitant’’) in 
VALIC’s investment fund. This guarantee being what it 
is—less than $10 for each $1000 paid in—it ean hardly be 
said to be a substantial risk assumed by VALIC. All sub- 
sequent payments to that ‘‘variable annuitant’’ are uncer- 
tain and unpredictable in amount and therefore cannot be 
said to be guaranteed. They may be high or they may be 
low or indeed, assuming catastrophic investment experi- 
ence, they may be negligible. The risk is borne by the so- 
ealled ‘‘annuitants.’’ There is not even a guarantee that 
those annuitants who survive to an advanced age will 


*“Tt is not enough [to prove an insurance contract] to show that the insur- 
ance company assumed ‘some’ risk. A bank assumes a risk when it accepts 
a depositor’s funds and invests them. The investment may prove to be an 
unsafe one, or the bank may have agreed to pay the depositor a higher rate of 
interest than it can profitably earn on the funds it invests. Indisputably this 
is a risk. But it is not an insurance risk in the sense explained in the Le 
Gierse case.” Keller v. Commr. of Internal Revenue, 312 U. S. 543, 544 (1941). 
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necessarily receive payments equal to or in excess of their 
‘‘premium’’ payments contrary to VALIC’s assertion 
(VB 12). 


VALIC argues, however, that it performs an insurance 
function because the annuity units of those of the ‘tan- 
nuity’’ group who die early are in effect put at the disposal 
of the other ‘‘annuitants’’ who live to advanced ages, thus, 
as VALIC says, employing the law of large numbers in a 
manner characteristic of insurance (VB 5, 7-8, 12).. This 
argument is specious because, although these funds may 
possibly be used for the purpose stated, they are at the 
same time subject to erosion in a manner completely foreign 
to any concept of zmsurance: They are subject to erosion by 

(1) adverse investment experience, 

(2) management fees provided in the contract, and 

(3) increased taxes. ! 

All these actual or potential drains on the ‘annnitante” 
funds are prior charges. The contract specifies that they 
must be paid before the ‘‘annuities’’ are. It is thus evi- 
dent then that the alleged ‘‘mortality guarantee’’ is only 
potential and js at most partial. It is subject to dislocation 
or disappearance by operation of the extraneous factors 
listed. They are not part of the ‘‘euarantee’’ but yet they 
may completely nullify it. 


Contrast this with the system that prevails with a 
standard annuity. The purpose of a deferred annuity is 
to provide a systematic means of assuring a life income on 
the maturity date. During this period the legal reserye life 
insurance company agrees that in consideration of premium 
payments made, it will commence payment of an annuity in 


*The testimony quoted by VALIC in support of this statement has been 


torn completely out of context. NASD respectfully suggests that mig Conrt 
read 1 App. 191-195, which supports the NASD’s view. 
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a fixed dollar amount at a specified time, and meanwhile if 
the insured dies or surrenders his contract, it will pay cer- 
tain amounts also specified in the contract. As a practical 
matter, the formula in general use for determining the cash 
values is an accumulation at a guaranteed rate of a percent- 
age of the consideration. Moreover, the company must main- 
tain at least a legal reserve prescribed by law to support its 
guarantees to the insureds. This plan is diametrically the 
opposite of VALIC’s investment scheme in which VALIC 
contracts to invest net premiums paid for the account and 
at the risk of the contract holder, the value of the in- 
dividual’s account to fluctuate with VALIC’s investment 
experience, there being no guarantee as to what amount, if 
any, will be available for the purchase of a ‘‘variable an- 
nuity’’ at maturity date or for cash value or for loan. 
VALIC has no reserve behind its promises. What it 
chooses to call a ‘‘reserve’’ is merely an account reflecting 


its liability to pay out the current value (whatever it may 
be) of ‘‘accumulation units’? (NB 22-24). The contract 


holder takes the risks attendant on investment of his funds 
by VALIC. 


During the accumulation period, VALIC’s scheme is an 
investment and not an insurance plan.’ During the ‘‘an- 
_ nuity’’ period there is no guarantee that in any way alters 
the basic investment characteristics of this device. 


*VALIC attempts to disparage the Supreme Court’s opinion in the Le Gierse 
case by observing that the case was concerned with a tax avoidance scheme 
(VB 55-56). Even though this be so, it is astounding that anyone would imply 
that the Court would warp the legally indispensable characteristics of insurance. 


Although there is no tax issue in the instant case one need not be a clairvoyant 
to perceive that VALIC’s “variable annuity” scheme may have been devised 
by clever minds in an attempt to disguise an investment plan as insurance with 
the objective of obtaining the favored tax treatment afforded insurance. 
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vil 


VALIC’s “variable annuity” is not ae to 
IPG contracts 

Immediate Participation Guaranteed (IPG) insurance 
policies are insured pension plans in which the premiums 
are paid by employers and the employees are the annui- 
tants. These contracts are negotiated by the employer 
with the insurer. The payments to the annuitant (em- 
ployee) are fixed and guaranteed in the insurance contract. 
The aggregate contributions (premiums) paid by the em- 
ployer are determined by a prescribed negotiated formula 
which includes among its factors the actual interest and 
expense experience of the insurer as well as the ‘actual 
mortality losses under the annuities granted to retired em- 
ployees. From the inception of the contract, benefits to 
each annuitant are fixed in amount and assured individ- 
ually in respect of each payment date beginning at retire- 
ment. The insurer’s cost experience adjustments affect 
only the premiums paid by the employer. While the pre- 
miums received by the insurer fluctuate with the costs to 
the insurer of providing the guaranteed fixed benefits to 
the employee, the level benefits paid to retired employees 
under IPG life insurance contracts are not affected by in- 
vestment results or expense results or mortality results or 
any other kind of results.. Therefore, the impression which 
VALIC labors to establish at pages 27-28 and 71 of its 
brief, that benefits under an IPG contract (like those under 
* For a discussion of the distinction between IPG contracts and ‘ oe 
annuity” contracts see Ps ACTIONS OF THE SOCIETY OF ACTU- 

ARIES (1952), Vol. 4, No. 3, pp. 160-165. | 

| 


a ‘‘variable annuity’’ contract) fluctuate with the issuers’ 
investment experience, evaporates in the light of the facts. 


Vill 


The Superintendent of Insurance is a ministerial officer, 
the contentions of VALIC notwithstanding 


At page 46 of its brief VALIC disputes the NASD’s 
position that the Superintendent of Insurance is only a 
ministerial officer in approving contract. VALIC’s conten- 
tions in this respect are not supported by the D. C. Code er 
ease law. The most persuasive refutation of VALIC’s argu- 
ment is found in this Court’s opinion in the Jordan ease, 71 
App. D. C. 38, 107 F. 2d 239 (1939). The Life Insurance Act 
became effective in June, 1934, approximately four years 
before the Superintendent of Insurance initiated the action 
in the Jordan case in which he contended that (107 F. 2d at 
pp. 240-241): 

‘** * * Group Health is either a health or accident. 
insurance company within the meaning of Section 653 
of the Code, D. C. Code 1929, tit. 5 § 179, or a company 
engaged in the business of insurance or an insurance 
company within the meaning of various other sections 
of the Code, that it is carrying on its operations ille- 
gally and without complying with the requirements 
of these statutes, and that the holdings and judgment 
below to the contrary were erroneous.’’ 


Certainly, here was a case in which the Superintendent 
had administratively determined that Group Health was 
offering for sale and selling ‘‘insurance contracts.’’ Not- 


*While VALIC seeks solace by reference to the provisions of an IPG 
contract, as it self-servingly and unilaterally describes it at pp. 27-28 and 71 
of its brief, it failed to introduce an actual existing IPG contract into evidence. 
The only testimony concerning such contracts was adduced through VALIC’s 
actuary (Direct examination, 1 App. 539-40; cross examination, 1 App. 560- 
562). The generalizations and evasiveness of this testimony are obviously of 
little, if any, probative value. 


a 
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withstanding that administrative determination this Court 

held that the contracts were not insurance because; they 

did not have the legally indispensable characteristics of 

insurance: risk-shifteng and risk-distributeng.? | 
Ix | 

Concurrent regulation of VALIC by both insurance and 
securities authorities is entirely proper 


Throughout VALIC’s brief there runs the argument 
that to superimpose Federal regulation on the existing 
regulation of the District and state insurance authorities 
would be intolerable and indeed unthinkable. Reflection 
suggests, however, that there is nothing inherently im- 
proper in regulation of a single enterprise by two or more 
independent regulatory agencies. It is quite common, for 
example, for public service industries to receive very close 
regulation from both state and Federal authorities, ‘each 
acting within well-defined spheres of action. Likewise, 
there would seem no difficulty in submitting VALIC’s 
insurance business, which at most is de minimis, td the 
scrutiny and control of the insurance authorities and its 
securities business, which is its principal activity, to the 
control of the SEC. Only in this way could the public 
obtain the full measure of protection which Congress 
intended it to have. ! 


Tt is not necessary, however, to speculate on the pro- 
priety of such dual regulation; such a scheme is implicit 
‘ ‘ mire 3 
in the Uniform Securitg Act recently recommended, for 


* The cases cited by NASD in its brief at pp. 37-38, the opinions in which 
were handed down prior to June 1934, in support of the statement that the 
Superintendent is only a ministerial officer are unaffected by the Life Insurance 
Act (1934). The Act of 1934, 48 Stat. 1177, ch. 672, ch. VI, § 4, provided as 
follows: “All laws or parts of laws insofar as they relate to life insurance 
companies and the conduct of life insurance business, and in conflict with any of 
the provisions of this act (Life Insurance Act, Chapters 3-8), are hereby 
repealed.” No conflicts exist concerning the status of the Superintendent. 


/ 


Caras has adep les the Act's de fenclonn 
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adoption by state le islatures. The Act appears in Volume 
9C of the Uniform Annotated. As this volume shows, 
the Act has already been adopted in Kansas. Most~-of 
, including those dealing with 
‘(variable annuities; have been-adepted.in Georgia. See 
Loss & Cowett, Blue Sky Law (1958) 351. Section 401(1) 
of the Uniform Act defines ‘‘security’’ in language closely 
similar to the language of § 2(1) of the Securities Act of 
1933. It concludes, however, with the following sentence: 
‘¢ ‘Security’ does not include any * * * annuity contract 
under which an insurance company promises to pay a fixed 
number of dollars either in a lump sum or periodically 
for life or some other specified period.’? The Commis- 
sioners’ comment on the quoted sentence is as follows: 
‘‘This sentence has been explicitly phrased so as not to 
exclude from the definition the so-called ‘variable annut- 
ties’ which have recently been developed.’’ See also 
§ 402(a)(5) and Commissioners’ comment thereon. Ob- 
viously, this statute contemplates application of the blue 
sky law embodied therein to variable annuities, the issuers 
of which are at the same time, of course, subject to regu- 
lation by the state insurance commissioner. 





A recent opinion of the Minnesota Attorney General, 
moreover, establishes the power of that state to regulate, 
through its insurance commissioner, a wholly owned in- 
surance subsidiary of a regulated investment company, 
even though the subsidiary remains subject to regulation 
under the Investment Company Act of 1940. See CCH 
Fed. Securities Law Rep. Par. 76,565 (March 13, 1958). 
In short, the ‘‘dual regulation’’ that VALIC finds ‘‘incon- 
ceivable’’ at page 47 of its brief already exists.’ 

*The Attorney General’s opinion reads in part: 

“2. To answer your question ‘Would this company be subject only to 
State regulation?’, we must recognize that there would be some provisions 


of the Investment Company Act of 1940 which would be applicable to the 
(Footnote continued on following page.) 


y 
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x | 
Miscellaneous | 


In the interest of brevity we group under this heading 
numerous contentions of VALIC which the NASD believes 
require a succinct reply. The VALIC contentions are 
quoted verbatim or in substance and are italicized. ! 


1. ‘The variable and the fixed-dollar annuity are iden- 
tical from the standpoint of insurance principles’? (VB 
12): A comparison of the VALIC contracts with the 
opinions in the Le Gierse and Jordan cases is convincing 
that this is not so in law. Indeed, George E. Johnson, 
President of EALIC, first President of VALIC and form- 
erly Vice President and General Counsel of Teachers In- 
surance Annuity Association and College a ek 
Equity Fund, has stated that: 

“THE VARIABLE ANNUITY SYSTEM is rit just 
a new wrinkle in the insurance business. It is a sub- 
stantial departure from the legal reserve system in 


which the life insurance company guarantees to pay 
an annuity in a fixed number of dollars.” 


2. ‘‘The policies indisputably have a claim on VALIC’s 
assets senior to that of VALIC stockholders’? (VB 36): 
This is not supported by the contract, which limits the 
entitlements of the contract holder to the current value 


(Footnote continued from preceding page.) | 
Syndicate Life Insurance and Annuity Company as a wholly owned afiliate 
of an investment company registered under the Investment Company Act 
of 1940. However, this Act does not specifically relate to the business of 
insurance and therefore, by virtue of the McCarran Act, it cannot be 
construed as invalidating, impairing or superseding any of the laws of 
Minnesota regulating the business of insurance proposed to be conducted 
by Syndicate Life.” 

*Taken from an article entitled “THE TIAA-CREF RETIREMENT 

ANNUITY SYSTEM,” p. 493 of Volume 5, Examination of Insurance Com- 
panies. This work was prepared under the direction of Deputy Superintendent 
Adelbert G. Straub, Jr., New York State Insurance Department. 
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of ‘‘accumulation units’’ or ‘‘annuity units’’ (‘‘Valuation 
Provisions’’ Pls. Exh. No. 1, 2 App. 573). 


3. VALIC attempts to formulate a state’s rights issue 
(VB 49): There is no such issue in this case. NASD 
respects the rights of each state to regulate ‘‘the business 
of insurance.’’ But these rights constitute no exemption 
from the Federal securities laws. 


-4, ““SEC/NASD rest their entire case upon the conten- 
tion that there can be no insurance unless the company 
assumes an investment risk’? (VB 56): No such conten- 
tion has been advanced by NASD. Indeed, it agrees with 
the statement in VALIC’s brief that an insurance contract 
need not take into consideration any investment element 
(VB 71). 


~- 


““VALIC is ‘subject to the supervision of the’ In- 
surance Superintendent. SEC/N ASD do not contest this’’ 
(VB 73-74): NASD admits that VALIC is subject to the 
supervision of the Superintendent but only to the limited 
extent that it is engaged in ‘‘the business of insurance.’’ 
The Superintendent has no authority over the issuance, 
offering for sale, or selling of securities. If he exercises 
or attempts to exercise such authority his actions are 
ultra vires. 


6. VALIC’s statements of ‘‘The essential elements of 
a life annuity’? (VB 75-6): These are not the legal ele- 
ments of an annuity contract and not the legal test of an 
insurance contract. It is highly unlikely that any group 
of annuity contracts will ‘‘exhaust principal and interest 
precisely over the uncertain span of life.’? See Maclean, 
Life Insurance (8th ed. 1957) 73-75. It is mandatory for 
legal qualification as insurance that the mortality risks 
be shifted to the insurer at the inception of the contract. 
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But, if the insurer’s pre-contract calculations of premiums, 
for which he agrees to assure against loss to the extent 
provided for in the insurance contract, are insufficient to 
cover the actual loss experience by the group insured, then 
the liability for the errors in calculation of the premium 
amounts is that of the insurer. It cannot diminish the 
amounts contractually guaranteed to each of the insured. 
The insurer must pay off as per the contract—this is the 
insurer’s risk. The insurer cannot transfer to the insured 
his errors in prognostication as to the costs of the benefits 
assured. This is obvious when it is recognized that in- 
surance does not insure against the happening of an insur- 
able risk but is instead a contractual obligation, binding 
on the insurer, that it will pay to the insured a contractu- 
ally specified amount upon the occurrence of the contin- 
geney. The amount paid by the insurer is not necessarily 
the amount which will make the insured (in the ease of 
annuities) or his beneficiaries (in the ease of life; insur- 
ance) whole for the loss incurred. Indeed the practical 
impossibilities of placing a monetary value on human life 
is the major factor in the requirement that a life insurance 
contract specify such value in monetary units as a matter 
of agreement. The amount paid by the insurer is only 
that amount for which the insured has paid consideration 
(premiums) at the price for which it is offered and ac- 
eepted by the insured. This differs in no respect from 
any other contractual offer which is accepted. | 


7. In re Supreme or Cosmopolitan Council of Brother- 
hood of Commonwealth (VB 67): This case is concerned 
with statutes of the State of New York and is therefore 
irrelevant. Certainly, the Congress in using terms ‘‘an- 
nuity’’ or ‘‘insurance’’ in the McCarran-Ferguson Act 
and in the exemptions in the Securities Act of 1933 and the 
Investment Company Act of 1940 did not say to the states: 
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‘‘If your state chooses to call any relationship an insur- 
ance contract or annuity we, the Federal Government, 
abdicate our constitutional authority and obligations.’’ 
The absurd results which would flow from such a conclu- 
sion are self-evident. 


8. ‘‘Congress did not freeze the scope of insurance when 
it enacted the Securities Act of 1933’’ (VB 12-13): With 
this statement NASD agrees. Admittedly, the particulars 
of insurance contracts will vary with changes in the econ- 
omy. But these variances cannot diminish the legally 
indispensable characteristics of imsurance—risk-shifting 
and risk-distributing. 


9. The wmplication that College Retirement Equities 
Fund (CREF) is insurance (VB 14-15): There is no evi- 
dence that CREF operates as, or contends that it is, an 
insurance company. CREF could not and did not qualify 
as an insurance company under the general insurance laws 
of the State of New York or any other state... Teachers 
Insurance and Annuity Association of America (TIAA), a 
legal reserve life insurance company, selling only to col- 
lege staff members, made exhaustive economic, actuarial and 
legal studies of the retirement problem (VB 14). When it 
decided to implement the legal reserve life insurance annu- 
ity which it offered to college staff members with a ‘‘vari- 
able annuity’’ it, in apparent recognition that the ‘‘variable 
annuity’’ was not insurance, divorced itself from and estab- 
lished CREF as an independent entity to handle such a 
program—an action persuasive that TIAA recognized that 
CREF’s operations were not ‘‘the business of insurance.”’ 
Should this Court consider it necessary more fully to in- 
form itself as to CREF—notwithstanding that NASD con- 
siders it irrelevant—we respectfully refer it to A NEW 

*See slip laws, Laws of New York—By authority, ch. 124 “An Act to 


Incorporate College Retirement Equities Fund for the benefit of the teaching 
awe al (became law March 18, 1952). Also, Maclean’s testimony (1 App. 
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APPROACH TO RETIREMENT INCOMES, published by 
TIAA in 1955 (3rd printing) which is described on the fly- 
leaf as: 


‘¢An Economic Report prepared by William C. Green. 
ough, Ph. D., vice president of Teachers Insurance and 
Annuity Association of America, as background ad its 
proposed 


COLLEGE RETIREMENT EQUITIES FUND 


A new method of providing retirement income through 
periodic investments in common stocks and the pay- 
ment of a variable, or unit, annuity in combination, with 
a traditional fixed dollar annuity. _ : 


10. ‘** * * calculations using VALIC’s ee 
formula * * *, except for change in assumed net investment 
rates, would produce the following initial payments per 
$1000 * * *’? (VB17): The NASD cites this as a VALIC 
admission. The key phrase is ‘‘except for change in as- 
sumed net investment rates.’’ Could better proof be addue- 
ed that the risk of loss is not shifted to VALIC; and that the 
contract holder bears the risk of loss and entertains the 
hope of gain in an investment scheme? 


11. The ‘‘accumulation units’? and ‘annuity units’? are 
only convenient statistical devices (VB 19, 22-23) : These 
statements are surprising since VALIC’s contract provides 
for nothing more than the purchase, at value as of the date 
of purchase, of ‘‘accumulation units’’ in the deferred period 
and ‘‘annuity units’? in the ‘‘variable annuity’’ period 
(Pls. Exh. No. 1, 2 App. 567-574). | 


12. ‘‘SEC/NASD’s insurance expert (Ilooker) express- 
ly denied any intention to testify that VALIC could not 
actuarially compute its reserves * * * he made it quite clear 
that ‘I am not disputing the adequacy of that liability,’ i.e., 
VALIC’s reserve’ (VB 19, n. 3): This is a deliberate 
perversion of the testimony. The Court is respectfully re- 
ferred to Hooker’s testimony, 1 App. 185-193, in which 
he made it quite clear that what VALIC chooses to call a 
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‘*reserve’’ is not-a technical actuarial reserve but was 
admittedly a liability of VALIC to pay upon demand the 
current value, as of the date of the Annual Statement, of 
outstanding ‘‘accumulation units.’? Hooker’s testimony at 
R. 275, which VALIC cites in support of its statement, again 
distinguishes between an insurance reserve and a con- 
tractual liability. VALIC’s expert Maclean testified that 
existing laws would have to be amended to provide a ‘‘re- 
serve’’ formula for VALIC (1 App. 492). 


13. ‘‘The only difference between a fixed-dollar and a 
vartable annuity is that the fixed-dollar adjusts by a nominal 
assumed investment rate, 2% to 242% * * * and distributes 
the excess as dividends; the variable adjusts by the actual 
experience’? (VB 21): What a difference this ‘‘only differ- 
ence’? is! Whereas in an annuity whether the issuer is a 
stock company (which does not pay insurance dividends) 
or a mutual or a participating company (which returns sur- 
plus as insurance dividends) the contractual fixed guaran- 
tees of the insurance contract payable upon the occurrence 
of the insurable contingency are not affected by the issuers’ 
investment experience. Contrariwise, VALIC does not, in 
its ‘‘variable annuity,’’ contract to pay any stated amount 
upon occurrence of the loss. Instead, it says, it will pay you 
what, if anything, our experience with investing your 
money may permit, less our fees and taxes imposed. 


14. ‘‘The only insurable risk of any annuitant—longev- 
ty—is assumed and guaranteed by VALIC, which distrib- 
utes it by actuarial means over the group. SEC/NASD’s 
expert concedes this (R. 255): VALIC’s experts confirm it 
(R. 457, 468, 478, 489)’? (VB 55): SEC/NASD’s expert 
witness (Hooker) made no such concession. Instead, a com- 
plete record citation to his testimony shows that he was 
careful to emphasize that his testimony in this regard re- 
lated only to fixed-dollar annuities (1 App. 255-256). Nor 
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does the testimony of VALIC’s witness, Mehr, a self-de- 
scribed ‘‘economist and * * * insurance theoretician’’ (1 
App. 470), support such a statement, his testimony being 
only an expression of personal opinion (1 App. 457.459). 
Likewise, the cited testimony of VALIC’s expert witness, 
Maclean, fails to support the statement (1 App. 478, 489). 
Preoceupied as VALIC is with investment considerations 
it is not surprising that it confuses the contingent event 
oceasioning the loss with the loss itself (which an insurance 
contract shifts from the insured to the insurer). Thus 
VALIC speaks of ‘‘guaranteeing mortality’? and the ‘‘risk 
of longevity.’’ If VALIC cannot name the amount of the 
loss (‘‘variable annuity’’ payment) occasioned by survival 
to any particular payment date, how can it say that it 
guarantees such loss or that risk of such loss has been 
shifted from the contract holder to VALIC (NB 45, n. 4)? 
Clearly VALIC and its contract holders have not agreed 
upon a definite amount payable on specified payment dates. 
The contract, indeed, contemplates that some of these 
amounts may be insignificant if VALIC’s investment ex- 
perience is adverse. Though this is clearly understood 
between VALIC and its contract holders, acceptable to both 
and a proper subject for a contract, it is not an insurance 
contract. ) 


15. VALIC cites this Court’s opinion in the Watson'case 
as authority for a statement that wmplies that imsurance 
benefits need not be fixed and the risk of loss shifted at the 
inception of the contract (VB 66-67): The opinion, which is 
principally concerned with an issue of ‘‘insurable interest,’’ 
does not support this proposition. The obvious distinction 
made by the Court, in VALIC’s quotation from the opinion, 
is between a fixed future date and a contingent uncertain 
date (of death). But the sum of any benefits is obviously 


1 


fixed in either case. | 
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16. ‘Insuring against inflation’? (VB 19): At page 19 
of its brief and in its sales hterature VALIC implies that 
its ‘‘variable annuity’’ insures against inflation by guaran- 
teeing the ‘‘purchasing power’’ of dollars. Also, that be- 
cause fixed dollar annuities do not insure against the dan- 
gers of inflation they are inferior to ‘‘variable annuities.’’ % 
This too is specious. The VALIC contract not only does 
not guarantee the ‘‘purchasing power”’ of its payments; 
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it does not even mention it. Indeed, VALIC does not even < 
guarantee to make minimum payments. < 
17. VALIC is not a ‘‘common enterprise’ (VB 89-90) : 4 


At pages 89-90 and elsewhere in its brief VALIC makes 
considerable to-do about the asserted fact that it is not a 
‘“common enterprise’? and that appellants do not now 
insist that it is. We fail to understand the significance of 
this assertion, even if true. VALIC itself admits that it is 
a ‘‘collective’’ enterprise (see VB 53). Obviously, VALIC 
could not exist and could not issue securities if it did not, 
through a pooling of payments by numerous individuals, 
collect funds in an amount large enough to permit it to 
engage in investing, reinvesting and trading in securities. 
Beyond this there is no need for us to go. The question 
is not one of significance. 
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